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A few days prior to March 4, it-appeared certain that Mr. Mellon would accept 
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With Mr. Mellon continuing in office, no important changes in personnel in the 
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No Matter Where— 


While the name of The Corporation Trust Company prob- 
ably comes to the average man in connection with the organ- 
ization by counsel of such great corporations as the recently 
organized Petroleum Corporation of America with its ten 
million shares capital, or the United Corporation recently 
organized by J. P. Morgan & Co., Drexel & Co., and Bon- 
bright & Co., Inc., or the Transcontinental Air Transport, Inc., 
organized by representatives of the Ford, Wright, Curtis, 
Pennsylvania Railroad, Atchison Railroad and other interests 
—it is only because more publicity attaches to the organiza- 
tion of such huge companies. The Corporation Trust Com- 
pany’s services are likewise used, and just as advantageously, 
by the attorneys in the organization of thousands of small 
companies that few ever hear of. And while most people 
probably hear of The Corporation Trust Company’ Ss services 
in incorporation in connection with companies organized by 
counsel in Delaware, that is only because Delaware is most 
often found by lawyers the best state for incorporation of 
their clients’ businesses. The same high character of service 
rendered attorneys by The Corporation Trust Company in the 
case of Delaware corporations is rendered for incorporation 
or qualification in any state or territory of the United States 
or any province of Canada. Before completing the details of 
incorporation in any jurisdiction see what The Corporation 
Trust Company can do to make your work lighter and more 
certain. 





Q HE. E.CORR PORATION Ss § ‘TRUST COMP: s SS N 
120 Broadway, New York 
A filiated with 
Che Corporation Trust Company System 


15 Exchange Place, Jersey City 
Combined Assets a Million Dollars 


Chicago, 112 W. Adams Street Philadelphia, Fidelity-Phila. faa Bldg. 

Pittsburgh, Oliver Bldg. Boston, Atlantic Nat'l. Bk. ldg. 

Washington, 815 15th Street N. W. (Corporation R itendien 0.) 

Los Angeles, Security Bldg. St. Louis, Fed. Com. Trust Bldg. 

Cleveland, Union Trust Bldg. Detroit, Dime Sav. Bank Bldg. 

Kansas City, R. A. Long Bldg.  . eg ag Security Bldg. 

San Francisco, Mills Bldg. Camden, N. J., 328 Market St. 

Atlanta, Healey Bldg. Albany whee 180 State St. 

Portland, Me., 281 St. John St. Buffalo Agency, Ellicott Sq. Bldg. 
and 


The Corporation Crust Company of America 
7 West Tenth Street, Wilmington, Delaware 
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When You Become A 


Manufacturer 


The estates of industrial manufacturers often present 
involved administration problems. Technical ques- 
tions arise. The tangle of audits, credits, collections 
and disbursements constitutes an added burden for 
the executors and trustees. A burden that might well 
be shifted to the shoulders of this institution. 











By securing the services of this bank as executor anc 
trustee of your clients’ estates, you not only protect 
the best interests of your clients but relieve yourself 
of a great deal of burdensome detail. 


Send today for full information about our services as 
executor and trustee under a will. 
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Our ‘‘Estate Survey’’ saves time in drawing 
wills. A copy will be sent to you gladly on request. 





Whenever legal services are required in connec- 
tion with the administration of an estate, The 
National City Bank of New York makes it a 
rule to employ the attorney who handled the 
client’s personal affairs during his life time. 


THE NATIONAL CITY BANK 
OF NEW YORK 


TRUST DEPARTMENT 





52 Wall Street New York City 





42nd Street at Madison Avenue ; 181 Montague Street, Brooklyn 
Fifth Avenue at 28th Street 


27 additional branches in Greater New York 
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Number 3 


Tax Liability Involved in the 
Sale of Stock Rights 


By Irvin H. FAtHcuiILp* 


HE new Regulations just released by the Treas- 
ae Department and applicable in the preparation 

of 1928 Federal income tax returns have made 
a substantial change in the treatment of the sale of 
stock rights. Under such Regulations, taxpayers may, 
at their option, treat the entire proceeds from the sale 
of stock rights as income and leave undisturbed the 
basis of gain or loss of the stock with respect to which 
the rights were issued. The exact wording of this op- 
tional provisions is as follows (Reg. 74, Art. 58, last 
par. 

ah taxpayer may, at his option, include the entire proceeds 
from the sale of stock rights in gross income, in which case 
the basis for determining gain or loss from the subsequent sale 
of the stock in respect of which the rights were issued, shall 
be the same as though the rights had not been issued. 

In its early administration of the income tax laws, 
following the adoption of the Sixteenth Amendment, 
the Treasury Department sought to make the optional 
method the prescribed rule. Thus in Art. 39, Reg. 45 
(applicable to the Revenue Act of 1918), it was pro- 
vided that the “entire amount realized from the sale of 
rights to subscribe for stock is income.” The Regu- 
lations under prior acts contain substantially the same 
ee Reg. 33 (Rev.) Art. 95. See also 1 C. 

= § 

After the decision by the United States Supreme 
Court that stock dividends, as such, were not income, 
either within the meaning of the statute’, or within 
the meaning of the Sixteenth Amendment?, the ques- 
tion was naturally presented whether the Government’s 
treatment of the analagous situation of stock rights was 


proper. That issue was presented in the case of Miles 
v. Safe Deposit Co., 259 U. S. 247, affirming 273 
Fed. 822. 


Rule of the Miles Case 


The Government, pursuant to its earlier Regulations 
above referred to, had taxed the entire proceeds from 


*Member of Haight, 
Chicago. 

‘Towne v. Eisner, 245 U. 8. 418 

*Bisner v. McOomber, 252 U. 


Adcock = Banning, attorneys-at-law, 


S. 189. 
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the sale of stock rights, as income, and the taxpayer was 
suing to recover the additional tax paid, alleging that 
said Regulations were invalid. The District Court, in 
273 Fed. 822, gave judgment in favor of the taxpayer, 
holding that stock rights were essentially analagous to 
stock dividends and that therefore, the transaction was 
not the receipt of income in toto but the sale of a cap- 
ital interest which required the determination of cost 
or other basis and the deduction of such basis from 
the proceeds received. 

The taxpayer there in question had stock, the cost 
basis of which was admitted to be $710.00 per share. 
Rights were issued to subscribe for new stock of the 
same class, one new share for each old share, at the 
subscription price of $150.00 per new share. The tax- 
payer did not exercise the rights but sold them for 
$358.48 per right. The District Court, in apportioning 
the cost of the investment so as to determine what part 
of the investment cost should be set off against the 
proceeds from the sale of the stock rights, used the 
following method: 
oe Nee Ug oS ae eer eee irre $710.00 











Subscription price, 1 additional share.................. 150.00 
BS RR ERR oe es cS 69.00 
PUGTAION COSE. GAC SUBIC 6.65. oe sc cececwcecscsvesssien 430.00 
OR Rl ee ee ee ae $358.48 
Subscription price, Wew GATE. . 2... sc ccc cece eveecece 150.00 
OMG OORMEES 82556 oss oeibeciicedcwasccmeas teseee ee $508.48 
COSt PEF SHALE, ANPOTTIORE « 6:.0.0.5055 co cciwec ves sie cewe's 430.00 
ER: OM asi, ak nisss vine sip a Weawae eee $ 78.48 


The court treated the situation as though the tax- 
payer had actually exercised the right, then apportioned 
the cost of the investment ($710.00 plus $150.00) 
equally between the old and the new share pursuant to 
the stock dividend analogy and then (continuing the 
assumption) that the taxpayer sold one of the shares 
for the amount of the proceeds of the right plus the 
subscription price of the new share ($358.48 plus 
$150.00) resulting in the profit as above shown of 
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$78.48 per right sold. The United States Supreme 
Court affirmed the District Court’s decision and stated 
that in its opinion “the: method (of computing profit) 
adopted by the District Court led to a correct result.” 

Following that decision, the Treasury Department’s 
Regulations and practice were amended in conformance 
therewith, including the adoption of the method used 
by the District Court in computing the profit. T. D. 
3365 I-1 C. B. 72. Several applications of that method 
of computation are found in later rulings. Appeal of 
Fuller, 4 B. T. A. 992; Appeal of Mallinckrodt, 4 B. 
T. A. 1112; Appeal of Anderson, 5 B. T. A. 27; Ap- 
peal of Ayer, 6 B. T. A. 152, affirmed by U. S. Circuit 
Court of Appeals, 25 Fed. 2nd. 534. 


-Treasury Department Later Adopts Different 
Method 

With the enactment of the Revenue Act of 1926 and 
the Regulations promulgated pursuant thereto, we find 
the Treasury Department prescribing a different 
method of apportioning cost of the investment, result- 
ing in a determination substantially different in most 
cases from the method used in the Miles case. Art. 
39 of Reg. 69 announced that where stock rights are 
sold, the cost, or other basis of the stock with respect 
to which the rights were issued, should be apportioned 
between the stock, ex rights, and the rights in the ratio 
of their respective values to the total value of the stock, 
ex rights, and the rights at. the time the rights are 
issued. In other words, the situation was regarded the 
same as where, in a reorganization or recapitalization, 
stock in the same corporation, but of a character dif- 
ferent from that then owned by the stockholders, is dis- 
tributed to such stockholders pro rata to their existing 
holdings. There the cost or other basis of the stock 
with respect to which the new stock is issued, is appor- 
tioned between the old shares, ex rights, and the new 
stock in the ratio of their respective values to the total 
value of the old shares, ex rights, and the new stock 
at the time such new stock is distributed. Art. 1599 
(2), Reg. 65; id., Reg. 69; Art. 600 (2), Reg. 74. 

Applying the new method to the facts in the Miles 
case supra, produces the following result: 


(Sale price of Rights assumed to be Value thereof on date 
of Issuance) 























eT REE a LEE E Se Pe ree” $710.00 
Value per right on date of issuance................00- 358.48 
Value per share ex rights on date rights issued........ 508.48 
$866.96 
Cost pro-rated per right (358.48/866.96x$710.00)...... $293.58 
Cost pro-rated per share ex rights (508.48/866.96x 
DEE GA Cue snd dn bbe bad Rmade ae hea aes 416.42 
EE: dttcetvbesaciuddsuieedieebees baseesibnemewnael $710.00 
ST eg kal ate ek ee ae $358.48 
EE EE saris v4.0 uvcing taba Oe CAeeoameneta eT wee 293.58 
ee et ee GN ook os « dcmuaicaewas << taibs css due $ 64.90 
Profit as per method in Miles decision................. 78.48 
a re Ne oko wiv e eante 13.58 


Percentage of variance from result in second method. ..20.92% 

The variance, of course, may be greater or less in 
different sets of facts, but it is clear from the forego- 
ing that the two methods cannot be regarded as alter- 





native processes of arriving at substantially the same 
result. And the Treasury Department has plainly rec- 
ognized this. It has accordingly been ruled that the 
change made by Article 39 Reg. 69 will not be given 
retroactive effect and is therefore not applicable to 
sale of rights acquired, or of stock issued at any time 
pursuant to rights acquired, prior to January 1, 19235, 
the effective date of the Revenue Act of 1926. T. D. 
4018, VI-1 C. B. 36, as modified by T. D. 4145, VII-1 
C. B. 59. 


Validity of Change 


Particularly since the first method above considered 
was announced in judicial decision and approved by the 
United States Supreme Court, and in a matter grow- 
ing out of constitutional considerations (Etsner v. Mc- 
Comber, supra) one may question the propriety of the 
change announced in Art. 39, Reg. 69, even though 
such change is limited in its application as above 
stated. See Commerce Clearing House, Federal In- 
come Tax Service 1927, Par. 5132. 


It is true, of course, that in the Miles case the Su- 
preme Court had to consider only one issue, namely 
whether the government was right in the single assign- 
ment of error based on its contention that the entire 
proceeds could be regarded as income. Error had not 
been assigned either by the taxpayer or the Govern- 
ment as to the method of computation used by the Dis- 
trict Court. The Supreme Court, in its opinion, refers 
to that condition of the record. 259 U. S. 247, 251. 
The court went on to consider, however, the method of 
computation used by the District Court and at the con- 
clusion of the opinion states that various suggestions, 
as to how the profit ought to be computed were made 
by counsel for the taxpayer and by an amicus curiae. 
These suggestions are not set forth in the opinion nor 
available in the published reports. - They are sum- 
marily dismissed by the Supreme Court with the state- 
ment that they “have been examined and found faulty 
for reasons unnecessary to be mentioned.” The court 
concludes, however, with the significant statement that 
“upon the whole we are satisfied that the method 
adopted by the District Court led to a correct result.” 


As an original question—though perhaps we may 
argue even about the refinements of logic—it would 
seem that, at least where the rights are sold, the second 
method is more consistent with fact and analogy. It 
is based on the analysis that the right is a capital inter- 
est separate, or at least severable, legally and commer- 
cially, from the share with respect to which it is issued. 
Also, it recognizes that the situation is identical, in 
analysis, with the distribution on reorganization or re- 
capitalization, of new stock (capital interests) of a 
character different from the old stock with respect to 
which it is distributed and therefore apportions the cost 
of the investment between the old interests, ex rights, 
and the new interests in accordance with the ratio of 
their respective values to their total value at the time 
of distribution. 

Where, however, the right is not sold but is exet- 
cised and the new stock subscribed for, and the ques- 
tion is to determine the cost basis for the new shares 
(assuming the new shafes to be of substantially the 
same class and character as the shares with respect to 
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which the rights were issued), the underlying analysis 
of the method used in the Miles case would seem not 
only consistent with the facts but consistent also with 
the method followed in the analogous situation of new 
stock of the same character acquired by way of stock 
dividend. 

Where, however, the class of character of stock ac- 
quired through exercise of the right is substantially 
different from that of the stock with respect to which 
the rights were issued, and the problem is to determine 
the cost basis of the new stock, it would seem that the 
second method again comes to the fore as more con- 
sistent with analysis and analogy. 

But does the Sixteenth Amendment or any decisions 
thereunder require Congress and the Treasury De- 
partment, at their peril, to pursue and apply these re- 
finements ? 


It is recognized, of course, that Eisner v. McComber 
supra, ruled that stock dividends were not income with- 
in the meaning of the Sixteenth Amendment and that, 
therefore, Congress could not, even by express provi- 
sion, tax them as income. And similarly, the Miles case 
held that a stock right was a capital interest analogous 
to a stock dividend and that, therefore, neither its 
value nor the proceeds thereof in toto could be taken 
as income. But having determined that the sale must 
be treated as in the case of any capital interest and that, 
therefore, only the profit, as such, is subject to tax, is 
it a constitutional edict that Congress and the Treasury 
Department are bound rigidly to a fixed, absolute, and 
unchangeable code of principles, corollaries and sub- 
corollaries, in determination or apportionment of cost? 
Congress may not, of course, treat the whole proceeds 
from the sale of corporate stock as income, but it is 
recognized that where the particular shares sold can- 
not be identified as being of a particular purchase, the 
taxpayer having made several purchases at different 
prices, the Sixteenth Amendment does not require Con- 
gress and the Treasury Department to determine at 
their peril what was the actual cost of the particular 
shares sold. Nor do we find any intimation that the 
Sixteenth Amendment specifically prescribes a particu- 
lar rule for determining cost in such situation. The 
Treasury Department has ruled, and the courts have 
recognized and sustained the ruling, that from the gen- 
eral law analogy it would be taken that the first shares 
sold were the first bought, etc. Towne v. McElligott, 
274 Fed. 960; Appeal of Megeath, et al., 5 B. T. A. 
1274. Conceivably, it might have been ruled that the 
cost of all the shares should be averaged. See the 
Appeal of Bulleit, 3 B. T. A. 631. Although, if the 
Sixteenth Amendment required the Government to 
apply the rule of resolving doubts in favor of the tax- 
payer’, the government might find itself confronted 
with the requirement of permitting the taxpayer to take 
the highest unused cost as his basis for gain or loss in 
the particular situation here considered. In Towne v. 
McElligott, supra, Judge Learned Hand recognized 
the propriety of using the general law analogy of “first 
in, first out” in this situation. And Judge Rose of the 
District Court in the Miles case stated as follows (273 
Fed. 822, 823): 


1See Gould v. Gould, 245 U. S. 151 and subsequent citations. 
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“Congress, it is true, has very ample authority to adjust 
its income taxes according to its discretion, and the rules it 
prescribes for the ascertainment of taxable income are bind- 
ing upon the courts, unless they are palpably arbitrary and 
unjust. LaBelle Iron Works v. United States, 255 U. S. —, 
41 Sup. Ct. 528, 65 L. Ed. ——, decided May 16, 1921.” 

In the light of the foregoing, we do not believe that 
the Miles case will be taken as ruling that the Sixteenth 
Amendment unalterably requires the method of com- 
putation followed in that decision, nor, on the other 
hand, that the second method above considered is a 
constitutional edict, but that, under the constitution, 
Congress and the Treasury Department, under its au- 
thority, have power to adopt reasonable rules and regu- 
lations for the determination and apportionment of the 
cost of the investment. It is to be noticed that the 
Treasury Department’s change from the method fol- 
lowéd in the Miles case to the second method above 
considered is mentioned with apparent recognition of 
its propriety by the United States Circuit Court of 
Appeals, in Appeal of Ayr, 25 Fed. (2d) 534, 535. 


Optional Method 


As stated at the opening of this article, the Treas- 
ury Department has now made further modification and 
for the calendar year 1928, is permitting taxpayers, at 
their option, to treat the entire proceeds from the sale 
of rights as income, leaving the gain or loss basis of 
the shares undisturbed. While, as above shown, the 
Government cannot make such handling of the trans- 
action obligatory, there would seem to be no valid ob- 
jection to the optional provision. Consolidated returns, 
joint returns, and methods of handling inventories pre- 
sent optional situations of some applicability. 

In conclusion, we mention briefly some incidental 
and related matters. We have referred above to Towne 
v. McElligott and the rule of “first sold, first pur- 
chased,” where particular lots cannot be identified. 
That rule (where the new optional method above 
mentioned is not utilized) is applied also in the sale or 
exercise of rights. If the different purchases of stock 
cannot be identified, it will be presumed that the first 
rights sold by the taxpayer were those issued with re- 
spect to the first stock purchased and the cost of those 
first purchased will be apportioned between those first 
shares purchased and the rights sold. Reg. 74, Art. 
58, par. 3. 


It has been ruled that where a corporation issues to 
its stockholders, rights to subscribe to the stock of 
another corporation, the issuance of such right is, in 
effect, a dividend and the fair value thereof at the time 
of issuance should be returned as dividends received. 
G. C. M. 926, VI-1, C. B. 133. This ruling would seem 
to be clearly proper in application of the ruling that 
dividends received in stock of another corporation are 
dividends of property and taxable as such. Peabody 
v. Eisner, 247 U.S. 347. 


It has been ruled also that the entire selling price of 
rights to subscribe for bonds of the same corporation 
is income even though the bonds are convertible into 
stock. III-1 C. B. 107. This situation, though differ- 
ent, would seem to be quite close to the situation of 
the issuance of stock rights as such, and while we are 
not prepared to disagree with the ruling, the question 
would seem to be close enough to warrant testing it. 











a writ of certiorari and will review the decision 

of the United States Circuit Court of Appeals 
for the Seventh Circuit in the case of U. S. v. John 
Barth Company, et al., 27 Fed. (2d) 782;6 A. F. T. R. 
7941; C. C. H. (1928) Standard Federal Tax Service, 
Par. D-8352. The United States sued the taxpayer 
and a surety company on their bond executed as prin- 
cipal and surety respectively. The statute of limita- 
tions was pleaded. The Government claimed the liabil- 
ity sued on was a contract liability 
entirely independent of the tax liabil- 
ity and that the statute of limitations 
against collecting a tax was not ap- 
plicable. Judgment was rendered for 
the taxpayer. The condition of the 
bond was to “pay any part of such 
tax found by the Commissioner to be 
due.” The Court of Appeals af- 
firmed the judgment, remarking that 
the parties could have drawn the 
bond so as to make the liability one 
independent of the tax but that they 
had not done so. It also recognized 
the rule that a surety is justified in 
strictly construing his contract. See 
also Walsh v. Price, C. C. H. (1928) 
Standard Federal Tax Service, Par. 
D-8427. 

Decisions to the contrary are 
Bowers v. American Surety Com- 
pany, C. C. H. (1929) Standard 
Federal Tax Service, Par. D-9009; 


§ er United States Supreme Court has granted 


































Fed. (2d) 367; U. S. v. Onken Bros. Company, 23 
Fed. (2d) 367; McCaughn v. Philadelphia Barge Com- 
pany, 27 Fed. (2d) 628. 

, All surety companies are vitally interested in the 
outcome of the Barth case. It would seem good policy 
on their part, once having executed a tax bond, to fol- 
low carefully the progress of a tax case before the 
Commissioner, the Board or the Courts. 

It would seem that the construction of each bond 
presents a question peculiar to that particular case and 
that no general rule can govern. On the Government’s 
side it can be argued that the Collector accepted the 
bond so that he could thereafter forget about statutes 
of limitations in tax laws and rely only upon the obliga- 


. *Of the Washington, D. C. Bar. 





The Bar of the Statute of Limitations 
in ‘Tax Cases 


PART II 
By J. RoBerT SHERROD* 


In the February issue the effects of a number of important court decisions on some of the most 
common points involving the statute of limitations were presented. This article 
deals with the application of the bar of the statute of limitations to suits 
against surety companies and collection of taxes from transferees. 





Gray Motor Company v. U. S., 16 J. ae ae be given to the statutory changes 


tion expressed in the bond. The taxpayer can argue 
that the purpose of the bond was to secure the Collector 
against possible insolvency of the taxpayer and was to 
protect the Collector only during such period as he 
might legally collect the tax. If the Commissioner or 
the Collector demanded and received collection waivers 
for the year involved the showing of such fact might 
be regarded as evidence of the understanding of the 
parties as to the condition of the bond. 
Another question will inevitably arise in cennection 
ean ree with bonds conditioned upon the pay- 
ment of the tax or sum finally found 
due by the Commissioner. Many 
such cases have been appealed to the 
U. S. Board of Tax Appeals. If the 
Board decides that collection of the 
abated tax is now barred, may the 
Government sue the taxpayer and the 
bonding company on the alleged inde- 
pendent liability? It would seem rea- 
sonable, in construing such bonds, to 
take into account the fact that the 
Commissioner of Internal Revenue 
was, prior to the enactment of the 
Revenue Act of 1924, the sole ad- 
ministrative officer having authority 
finally to determine a tax liability as 
far as the executive branch of the 
Government was concerned and that 
the Commissioner was shorn of some 
of this power which was given to said 
Board by that Act. Therefore, in 
construing a bond, due effect should 


made in the 1924 Act. 

Judging from the provisions of many tax bonds the 
writer ventures the opinion that they have been drafted 
with little thought about the problems both the princi- 
pal and the surety may eventually have to face. 

The execution of a surety bond in a tax case calls 
for more serious deliberation than is usually given to 
such an occasion. In drafting it one should have i 
mind the peculiarities and problems of the particular 
tax case. 

Bonds should be drafted so as to show that while 
the Commissioner is asserting a tax liability the tax- 
payer is contesting the claimed liability and the condi- 
tion of the bond is that the principal and the surety 
promise to pay only such amount as is finally deter- 
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mined to be due by the Commissioner or, if an appeal 
is taken to the U. S. Board of Tax Appeals, to pay 
such deficiency as is finally determined to be due by 
that tribunal or by the U. S. Circuit Court of Appeals 
or the U. S. Supreme Court if a further appeal is 
taken. 

Most bonds suggested by the various collectors con- 
tain a promise to pay the sum finally found due by the 
Commissioner and contain an admission that a certain 
sum is due. These forms do not clearly reflect the 
intention of the parties. 

It should be noted that some bonds are drafted so as 
to make the bonding company a joint principal, while 
in others the bonding company is only a surety. 

Bonds Given After Collection Is Barred by the 
Statute of Limitations 

The Commissioner has finally conceded in G. C. M. 
5665, C. C. H. (1929) Standard Federal Tax Service, 
Par. 6048, that where a claim for abatement and a bond 
were filed after the statute of limitations had barred 
collection of the tax and had extinguished the liability, 
the bond is void. This would seem in accord with the 
reasoning of the U. S. Board of Tax Appeals in the 
case of Peerless Woolen Mills v. Commissioner and of 
the U. S. Circuit Court of Appeals for the Fifth Cir- 
cuit in Peerless Woolen Mills v. Rose, commented on 
in my article in last month’s issue of this magazine. 
There would be a lack of both subject matter and con- 
sideration in such case. 


Transferee Cases 


It has been conceded that if the statute of limitations 
barred collection from the transferor before the enact- 
ment of Section 280, Revenue Act of 1926, there was 
no liability to pass on to the transferee under the trust 
fund theory. (G.C. M. 1029; see also Marion Parsons 
Spencer, 11 B. T. A. 437.) 

The procedure under Section 280 has been held not 
to be exclusive and the Government may elect to sue a 
transferee in a Federal Equity Court. In such cases 
the action must be started within the same period al- 
lowed for bringing proceedings against the transferor. 
(U. S. v. Lazenby, 5 Fed. (2d) 827; 5 A. F. T. R. 
5458; U. S. v. Russell, 22 Fed. (2d) 249; Russell v. 
a S., C. C. H. (1929) Federal Court Service, page 

63.) 

For several years the Commissioner asserted that a 
trust fund suit could be started at any time, since the 
sum sought to be collected was not a “tax” and the stat- 
ute of limitations as to taxes did not apply. This con- 
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tention was first denied in the Lazenby case, supra, 
probably due to poor pleading in that the Government 
alleged the claimed sum to be a tax, so the Court ap- 
plied the statute of limitations on collection of taxes. 
Since then the liability has been held not to be one for 
a tax. (See Owensboro Ditcher & Grader Company v. 
Lucas, 18 Fed. (2d) 798, 6 A. F. T. R. 6668.) The 
Government did not appeal the latter case. 

Deficiency letters claiming a liability under the pro- 
visions of Section 280 of the 1926 Act must have been 
mailed within one year after the expiration of the 
period within which an assessment could have been 
made against the transferor, or, if an assessment had 
been timely made against the transferor then within six 
years after assessment against the transferor, but in no 
case more than one year after the enactment of the 1926 
Act. (Section 280 (b), Revenue Act of 1926.) 

The statute of limitations should be studied closely 
in all transferee cases, especially in view of the surpris- 
ing opinion of the U. S. Board of Tax Appeals that 
transferees who had appealed to the Board were 
estopped to claim that the provisions of Section 280 
were unconstitutional and invalid. (See Cappellini, 
et al., v. Commissioner, 14 B. T. A. 1269.) An appli- 
cation for rehearing of the Cappellini case has been 
made. While it might seem improper for a petitioner 
to appeal to the Board and then assert that the Board 
had no jurisdiction, it seems true that the gist of the 
petitioner’s appeal is that the Commissioner erred 
in issuing a letter under the alleged authority of 
a statute claimed to be void. It is hoped that the Board 
will rehear the Cappellini case, especially since both 
parties had urgently argued in their briefs that the 
Board had the power to decide a constitutional question 
because the duty of determining the correct deficiency 
was placed on it and there would be no legal deficiency 
if the statute was void.t_ Possibly the easiest way to 
solve the difficulty would be to give due force and 
effect to the decision of the U. S. District Court for the 
District of Kentucky in the Owensboro Ditcher & 
Grader Company case, supra, which held Section 280 
to be unconstitutional. This position would eliminate 
all doubt as to whether the Board had authority to pass 
on a constitutional question. The Board could adopt 
this decision of the Court. 

In view of the above difficulties the statute of limita- 
tions becomes an increasingly important defense in 
transferee cases. 


1Since this article was written the Board denied a re-hearing 
or. 


in the Cappellini case.—Edit 


Statutory Basis for Taxing Gifts Disposed 
of by Donee Held Constitutional 

HE provision of Section 202(a) (2) of the Rev- 
enue Act of 1921* that the basis for determining 
gain or loss from the sale of property acquired by gift 
after December 31, 1920, shall be the same as it would 
be in the hands of the donor or the last preceding 
owner by whom it was not acquired by gift was held 
to be constitutional by the United States Supreme 
Court in the cases of Elizabeth C. Taft v. Frank K. 
“Section 202 (a) (2) of the Act of 1921 is substantially the 


Same as Section 204 (a) (2) of the ‘Acts of 1924 and 1926 and 
Section 113 (a) (2) of the 1928 Act. 


Bowers, Collector, and Gilbert C. Greenway, Jr., Peti- 
tioner, v. Frank K. Bowers, Collector. This decision 
affirmed that of the United States Circuit Court of 
Appeals, 20 Fed. (2d) 561. 

The District Court held that a gift is a capital trans- 
action as far as the donee is concerned and that no 
portion of the value of an outright bona fide gift as of 
the date of delivery is taxable income in the hands 
of the donee, 15 Fed. (2d) 890. 

The contrary decision of the United States Supreme 
Court is based on the following reasoning: 

(Continued on page 118) 



































































































































































































































































HE withholding of the release of Regulations 74, 
relating to the income tax under the Revenue Act 
of 1928, until a month preceding the date when the 
returns for the taxable year 1928 are due caused much 
anxiety because of the presumption that the long period 
taken in their preparation indicated that a general 
revision was under way. But comparison with Regula- 
tions: 69 discloses that there are but few important 
changes other than those required by the new provisions 
of the 1928 Act.* 


On account of the large number of corporations 
which have granted rights to purchase additional stock 
and the widespread participation of the public in the 
security markets the possibility of a 
modification of the complications nec- 
essary to compute gain or loss from 
the sale of stock rights or stock in 
which stock rights have been involved 
was awaited with exceptional in- 
terest.” 


Treatment of Gains and Losses 


Perhaps more taxpayers will be 
affected by the new provisions gov- 
erning deductions from gross income 
and gains from property exchanges 
than any of the other changes. 


Sale of Property 


The new Regulations incorporate 
provisions to carry out the new rules 
required by the Act of 1928 in re- 
gard to the basis for determining gain 
or loss upon a sale of property trans- 
mitted at death, the basis for the sale 
of property transferred in contem- 
plation of death, the basis for gain 
or loss upon a sale of property ac- 
quired under a certain kind of 
revocable trusts, and the basis for gain or loss upon 
property acquired in a reorganization. The statute 
provides that the basis for gain or loss upon a sale of 
property acquired prior to 1929 by a corporation (dur- 
ing a period of affiliation) from a corporation with 
which it was affiliated, should be determined in accord- 
ance with regulations prescribed by the Commissioner, 
with the approval of the Secretary of Treasury. These 
regulations, contained in Article 603, are as follows: 

The basis for determining gain or loss by a corporation 
from the sale or other disposition of property acquired by 
it during a period of affiliation from a corporation with 
which it was affiliated shall be the same as it would be in 
the hands of the corporation from which acquired. This is 
true whether the property was sold or disposed of during or 
after the period of affiliation. For the purpose of this article, 


*Of the Chicago Bar. 
1For a review of the statutory changes effected in the Reve- 
nue Act of 1928 see NaTIONAL INCOMB TAX MAGAZINBD, June, 1928, 
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the term “period ‘of affiliation” means the period during 
which such corporations were affiliated (determined in ac- 
cordance with the law applicable thereto) but does not in- 
clude any taxable year beginning on or after January 1, 
1922, unless a consolidated return was made nor any tax- 
able year after the taxable year 1928. 


Liquidation Dividends 


A cancellation or redemption by a corporation of a 
portion of its stock pro rata among all the stockholders 
will generally be considered as effecting a distribution 
essentially equivalent to a dividend distribution to the 
extent of the earnings and profits accumulated after 
February 28, 1913, according to Article 639. On the 
other hand, it is stated that a cancellation or redemp- 
tion by a corporation of all of the 
stock of a particular stockholder’s so 
that the stockholder ceases to be in- 
terested in the affairs of the corpora- 
tion, does not effect a distribution of 
a taxable dividend. It follows that 
in the latter case the cancellation or 
redemption is a partial liquidation 
and the stockholder determines his 
gain or loss upon such transaction 
by the rules applicable to liquidation 
distributions, requiring that the 
amounts distributed be treated as in 
full payment in exchange for the 
stock and the gain, if any, realized, 
be subject to both normal and surtax. 
The foregoing change ‘is also reflected 
in Article 625, which contains a pro- 
vision that a partial liquidation may 
include the complete retirement of 
any part of the stock “whether or not 
pro rata among the stockholders.” 


Loss upon Sale of Residential 
Property 


Article 171 contains a new rule in 
regard to the deduction of a loss sustained upon a sale 
of residential property. The particular provision of the 
new Regulations reads as follows: 

A loss on the sale of residential property purchased or 
constructed by the taxpayer for use as his personal resi- 
dence and so used by him up to the time of the sale is not 
deductible. Where, however, property so purchased or con- 
structed is, prior to its sale rented or otherwise appropriated 
to income-producing purposes and is used for such purposes 
up to the time of its sale, a loss from the sale of the prop- 
erty computed as provided in Section 111 and Article 561, 
is an allowable deduction in an amount not to exceed the 
excess of the value of the property at the time it was appro- 
priated to income-producing purposes (with proper adjust- 
ment for depreciation) over the amount realized from the 
sale. However, in case the property was so appropriated 
prior to March 1, 1913, the loss is an allowable deduction 
in an amount not to exceed the value of the property at the 


pp. 207-211, et seq. 
“The new Regulations on this point are the subject of a special 
article by Irvin H. Fathchild; see page 95 
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time it was so appropriated or at March 1, 1913, whichever 
is greater (with proper adjustment for depreciation), over 
the amount realized from the sale. 

The prior Regulations allowed a loss upon a sale of 
residential property only when the property was pur- 
chased or constructed by the taxpayer with a view to 
its subsequent sale for a pecuniary profit. However, in 
Heiner v. Tindle, 276 U. S. 582, a case relating to a 
sale of a residence acquired prior to March 1, 1913, 
and abandoned as a residence prior to that date but 
sold at a loss subsequent to that date, the Supreme 
Court held that the loss upon the sale of the residence 
was deductible, the basis for such loss to be the value 
when abandoned as a residence and rented or the March 
1, 1913, value, whichever was less. This case arose 
under the Act of 1918 which required the use of cost 
or March 1, 1913, value, whichever is lower, as the 
basis for determining the loss upon a sale of property. 
A similar decision was made in the case of Mandel v. 
Blair, 26 Fed. (2d) 1019, reversing the decision of the 
Board of Tax Appeals in the same case. Apparently 
the new provision in the Regulations allowing a deduc- 
tion of a loss where the property is rented or otherwise 
appropriated to income producing purposes prior to its 
sale, is based upon these court decisions. A provision 
allowing the value at the time appropriated to income 
producing purposes or March 1, 1913, value, whichever 
is greater, as the basis for determining the loss where 
the property was acquired prior to March 1, 1913, is 
in accord with the statutory provision allowing the use 
of cost, or March 1, 1913, value, whichever is greater, 
in all cases for determining gain or loss. 


Other Charges Against Gross Income 
Loss from Accident 


Article 171 also contains a provision which reads 
as follows: 


A loss occasioned by damage to an automobile for pleas- 
ure, where such damage results from the faulty driving of 
the taxpayer or other person operating the automobile, but 
is not due to the willful act or willful negligence of the tax- 
payer, is a deductible loss in the computation of net income. 
Where damage to a taxpayer’s automobile results from the 
faulty driving of the operator of an automobile with which 
the automobile of the taxpayer collides, the loss occasioned 
to the taxpayer by such damage is likewise deductible. 

This provision is in accord with a ruling issued under 
the Act of 1926, I. T. 2408, VII—1 C. B. 85, and with 
the decision of the court in the case of Shearer v. An- 
derson (C. C. A.) 16 Fed. (2d) 995. In this case a 
loss sustained by reason of the damage of a pleasure 
automobile, due to an accident attributable to the iey 
condition of the road, was held deductible. The statute 
allows a deduction of losses not connected with the 
trade or business if the loss arises from fires, storms, 
shipwreck, or “other casualty.” The court held that 
the loss was a loss sustained by “other casualty,” and 
after this decision the Treasury Department revoked 
a ruling (Off. Dec. 629, 3 C. B. 158), in which it had 
held that the loss was not deductible. See I. T. 2363, 
VI—1 C. B. 220. 


State Inheritance Taxes 


Inheritance taxes imposed by any State, possession 
of the United States or foreign country are deductible 
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by the estate, according to Article 154. This provision 
is based upon a new statutory provision of Section 23 


‘(c) of the Act of 1928. Under the prior law and regu- 


lations the deduction for inheritance taxes was allowed 
to the estate only where under the law the tax was 
interpreted to be a tax upon the right to transmit the 
property. If the inheritance tax was under the state 
law a tax upon the right of the beneficiary to receive 
the property at the death of the decedent, then under 
the prior law and regulations such tax was deductible 
by the beneficiary. 


Deductions for Taxes 


Article 154, which corresponds to Article 131 of 
Regulations 69, does not contain a provision that the 
gift tax is deductible from the gross income of the 
donor. This omission is due to the repeal of the gift 
tax. There will be no occasion for any person taking 
a deduction for gift taxes in 1928 and in subsequent 
years. Regulations 69 also contained a provision that 
taxes are deductible as such only by the person upon 
whom they are imposed. For example, the excise tax 
upon sales by the manufacturer are not deductible by 
the individual purchaser. The omission of this pro- 
vision from the new regulations is not based upon any 
statutory change, but was probably omitted because 
most of the taxes to which it would apply have been 
repealed. : 


Payments to Employees’ Pension Trust 


Section 23 (q) of the Act of 1928 contains a new 
provision in regard to the deduction of amounts paid 
into a trust fund by an employer establishing er main- 
taining a pension trust to provide for the payment of 
reasonable pensions to his employees. Under Article 
271 of Regulations 74 this deduction is allowed to an 
employer who adopts or has adopted a reasonable pen- 
sion plan, actuarially sound, and who establishes or has 
established, and maintains a pension trust for the pay- 
ment of reasonable pensions to some or all of his em- 
ployees (providing the trust is one which is exempt 
under Section 165 of the Act of 1928). Two plans are 
discussed in Article 271, of the Regulations, and a 
deduction of the amounts paid to the trust are allowed. 


Examples of the Two Plans 


Accruals in advance of pens.ons granted—In 1928 the M 
Company adopted a reasonable pension plan and established 
a pension trust which was exempt from tax under Section 
165. During the year and upon the basis of an actuarial 
computation the company paid $8,500,000 to the trust. At 
the time of the payment and in accordance with the pension 
plan of the company, the pension liability applicable to the 
years prior to 1928, in respect of employees then on the 
retired roll, for pensions to be paid in the future, was $2,- 
000,000; the pension liability applicable to the years prior to 
1928, in respect of employees on the active roll, for pensions 
to be paid in the future, was $6,500,000; the payment re- 
quired to cover the pension liability applicable to the tax- 
able year 1928 for pensions to be paid in the future, was 
$450,000. The amount paid to retired employees of the M 
Company by the pension trust as pensions during 1928 was 
$360,000. 

The deduction for 1928 is computed as follows: 

(a) Entire amount paid to pension trust repre- 

senting the pension liability applicable to 
1928 for pensions to be paid in the future.$ 450,000 

‘(b) ‘One-tenth of $8,500,000, amount trans- 

ferred to pension trust to cover the pen- 














































































































































































































































































































sion liability applicable to the years prior 
to 1928, in respect of employees on either 
the retired roll or the active roll, for pen- 


sions to be paid in the future........... 850,000 


ets, TIONG. fies tied cdivdoescanss $1,300,000 


The amount of $360,000 paid to pensioners is not allow- 
able as a deduction for income tax purposes since it was 
paid by the pension trust and not by the M Company. 


Accruals on basis of pensions granted.—In 1928 the N Com- 
pany adopted a reasonable pension plan and established a 
pension trust which was exempt from tax under Section 165. 
During the year and upon the basis of an actuarial compu- 
tation the company paid $2,300,000 to the trust. At the time 
of the payment the present value of the expected future 
payments in respect of pensions granted to employees re- 
tired prior to 1928, was $2,000,000; the present value of the 
expected future payments in respect of pensions granted to 
employees retired prior to 1928, was $2,000,000; the present 
value of the expected future payments in respect of pen- 
sions granted to employees retired during 1928 was $300,- 
000. The amount paid to retired employees of the N Com- 
pany by the pension trust as pensions during 1928 was 
$360,000. 

The deduction for 1928 is computed as follows: 


(a) Entire amount paid to the pension trust 
representing the present value of the 
expected future payments in respect of 
pensions granted to employees retired 
IETOEO Wika idle'esgsisies d3%0os Rweicwere $300,000 

(b) One-tenth of $2,000,000, the amount trans- 
ferred to the pension trust to cover the 
present value of the expected future pay- 
ments in respect of pensions granted to 
employees retired prior to 1928........ 


Tota, DeEpDUCTION 


The amount of $360,000 paid to pensioners is not allow- 
able as a deduction for income tax purposes, since it was 
paid by the pension trust and not by the N Company. 

Reasonable payments made by an employer during 
the year directly to pensioners on account of pensions 
in respect of which no payment has been made to a 
pension trust, are deductible as ordinary and necessary 
business expenses. However, no amount will be al- 
lowed as a deduction under the pension trust plan, 
which was allowable as a deduction from gross income 
for any prior year. Where a deduction is claimed on 
account of payments to an employees’ pension trust, 
the new Regulations require that a copy of the pen- 
sion plan (with amendments, if any) and of the actu- 
arial computation upon which the deduction is based, 
together with a detailed statement of the receipts and 
disbursements of the trust, should be filed with the 
return. The pension trust is not required to be a per- 
petual trust in order for the taxpayer to be entitled to 
a deduction of the amounts paid into the trust, provid- 
ing the trust is of such character as to evidence good 
faith on the part of the employer actually to pay the 
amounts trusteed for the employees’ pension purposes. 
In the event that any portion of the funds of a pension 
trust revert to the possession, ownership, or control 
of the employer, the taxpayer is required to return 
such amount as income in the year in which it so re- 
verts to him. This provision requiring the employer 
to report such income does not apply in case prior to 
the close of the year the employer again places it in 
trust for the benefit of employees under provisions 
satisfactory to the Commissioner. A pension trust 
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maintained by affiliated corporations for the exclusive 
benefit of their employees is within the provisions of 
the new Regulations. 


Organization Expenses 


Expenses in connection with the organization of a 
corporation, such as incorporation fees, attorneys’ and 
accountants’ charges, are capital expenditures, without 
exception, and are not deductible from gross income, 
according to Article 282, whereas Article 582 of Reg- 
ulations 69 provided that such expenses are “ordinarily 
capital expenses, but where such expenditures are lim- 
ited to purely incidental expenses, a taxpayer may 
charge such items against income in the year in which 
they are incurred.” 


Depletion Based on Income from Oil and Gas Wells 


Beginning with the Act of 1926 a depletion deduction 
based on the income from oil and gas wells was allowed 
to be measured by 27% per cent of the gross income 
from the property, such an allowance not to exceed 50 
per cent of the net income of the taxpayer (computed 
without allowance for depletion). The Act of 1928 
contains a similar provision. However, the Regula- 
tions under the Act of 1926 did not contain any pro- 
vision in regard to the definition of the net income of 
the taxpayer, computed without allowance for deple- 
tion. Article 221, par. (i), provides as follows: 


The phrase “net income of the taxpayer (computed with- 
out allowance for depletion)” means the gross income from 
the sale of oil and gas less the deductions in respect to the 
property upon which depletion is claimed, including over- 
head and operating expenses, development expenses (if the 
taxpayer has elected to deduct development expenses), de- 
preciation, taxes, losses sustained, etc., but excluding any 
allowance for depletion. If the oil and gas are not sold on 
the property but are manufactured or converted into a re- 
fined product or are transported from the property prior to 
sale, then the gross income shall be assumed to be equiva- 
lent to the market or field price of the oil and gas before 
conversion or transportation. Depreciation, taxes, and such 
expenses as overhead (which can not be directly attributed 
to any particular property) shall be allocated on the basis 
of the ratio of the number of units produced from the prop- 
erty on which depletion is claimed to the total number of 
units produced from the operating division in which the 
property is located. In cases where the taxpayer, in addi- 
tion to producing oil and gas, engages in additional activi- 
ties such as operating refineries and transportation lines, 
depreciation, taxes, and such expenses as overhead which 
can not be directly attributed to any specific activity, shall 
be allocated to the production of oil and gas on the basis 
of the ratio of the operating expenses and development ex- 
penses (if the taxpayer has elected to deduct development 
expenses) directly attributable to the production of oil and 
gas to the taxpayer’s total operating expenses and develop- 
ment expenses. 


Depreciation by Life Tenant 


Instead of the provision contained in Article 161 of 
Regulations 69 for apportioning the depreciation de- 
duction in the case of improved real estate between the 
life tenant and the remainderman, Article 201 of Regu- 
lations 74 contains a simple provision that in the case 
of property held by one person for life with remainder 
to another person, the deduction for depreciation shall 
be computed as if the life tenant were the absolute 
owner of the property. The life tenant is entitled to 
the deduction during his life and thereafter the deduc- 
tion, if any, will be allowed to the remainderman. This 
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new provision is in accord with a new statutory pro- 
vision contained in Section 23 (k) of the Act of 1928. 
Note that the provision in Article 161 of Regulations 
69 for apportioning the depreciation deduction be- 
tween the life tenant and the remainderman applied 
only in the case of improved real estate. The provision 
in the new Regulations and in the Act of 1928 appar- 
ently applied to all depreciable property. 


Depreciation by Beneficiaries of Trust 


The new provision in Section 23 (k) of the Act of 
1928 allowing depreciation in a case of trust property 
to be apportioned between the income beneficiaries and 
the trustee will undoubtedly mean a considerable saving 
of taxes to many taxpayers. This new provision is 
explained in Article 201 as follows: 

In the case of property held in trust, the allowable deduc- 
tion is to be apportioned between the income beneficiaries 
and the trustee in accordance with the pertinent provisions 
of the will, deed, or other instrument creating the trust, or, 
in the absence of such provisions, on the basis of the trust 
income which is allocable to the trustee and the beneficiaries, 
respectively. For example, if the trust instrument provides 
that the income of the trust computed without regard to 
depreciation shall be distributed to a named beneficiary, 
such beneficiary will be entitled to the depreciation allow- 
ance to the exclusion of the trustee, while if the instrument 
provides that the trustee in determining the distributable 
income shall first make due allowance for keeping the trust 
corpus intact by retaining a reasonable amount of the cur- 
rent income for that purpose, the allowable deduction will 
be granted in full to the trustee. 

Section 23 (1) of the Act of 1928 contains a similar 
provision for apportioning the depreciation deduction 
between the income beneficiaries and the trustees, but 
this provision is not discussed in Regulations 74. 

Under the Act of 1928 sales of real property in- 
volving deferred payments come within the installment- 
plan classification where the payments received in cash 
or property other than evidences of indebtedness of 
the purchaser during the taxable year do not exceed 
40 per cent of the selling price. The limit under the 
prior act was 25 per cent. In the sale of mortgaged 
property Article 352 provides that “the amount of the 
mortgage, whether the property is merely taken subject 
to the mortgage or whether the mortgage is assumed 
by the purchaser, shall be included as a part of the 
‘selling price’ but the amount of the mortgage to the 
extent it does not exceed the basis to the vendor of the 
property sold, shall not be considered as a part of the 

‘initial payments’ or of the ‘total contract price.’ ” 

If, for example, a taxpayer owns a property for 
which he paid $5,000 but on which, because of increase 
in value he has been able to place a mortgage of $6,000, 
$1,000 will be included as a part of the “initial pay- 
ments” in case the property is sold on a deferred-pay- 
ment plan. If the selling price is $12,000 and cash 

payments during the first taxable year are $4,800, then 
the sale will be excluded from the installment-sale 
category, since, with $1,000 of the mortgage added, the 
“initial payments” during the year will be in excess of 
40 per cent. 

Prior to amendment by T. D. 4255, January 8, 1929, 
Article 44 of Reg. 69 provided without limitation that 
the amount of the mortgage should not be considered 


a part of the “initial payments” or of the “total contract 
price.” 
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Repossession of Real Property Not Sold on Installment 
Plan 


If a taxpayer sells real estate, transferring title to 
the purchaser, and does not report the property on the 
installment plan, he is required to report the gain or 
loss upon a repossession of such property in case the 
purchaser defaults in much the same manner as if it 
were an exchange of the obligations which he holds for 
the property. Under Article 354 the gain or loss 
upon the repossession is measured by the difference 
between the fair market value of the preperty and the 
basis in the hands of the vendor of the obligations 
of the purchaser (generally the fair market value 
thereof which was previously recognized in computing 
income) which was applied by the vendor to the pur- 
chase or bid price of the property. For example, sup- 
pose that a seller of real estate received obligations 
having a face value of $30,000.00 in connection with 
the sale, but the fair market value of such obligations 
was only $24,000.00. One-third of the obligations 
were paid and then the purchaser defaulted. The seller 
in foreclosing applied the obligations (face value of 
$20,000.00) toward the bid price of the property upon 
foreclosure. However, the taxpayer had treated such 
obligations, namely, $20,000.00 (2/3 of the entire ob- 
ligations received) as having a fair market value of 
only $16,000.00 when received. Upon repossession of 
the property the taxpayer will accordingly realize gain 
or loss to the extent that the fair market value of the 
property is greater or less than $16,000.00, the fair 
market value of the unpaid obligations at the time they 
were received by the seller. Regulations 69 permitted 
the taxpayer to use the face value of the obligations as 
the basis for determining his gain or loss upon a re- 
possession of the property. 


Gain or Loss Upon Disposition of Installment Obli- 
gations 

Section 44 (d) of the Act of 1928 provides that if 
an installment obligation is satisfied at other than its 
face value or is sold or exchanged, gain or loss re- 
sults to the extent of the difference between (1) the 
excess of the face value of the obligation over the 
amount of income which would be returnable were the 
obligations satisfied in full and (2) the amount real- 
ized upon such disposition. This provision lays down 
no different rule than that apparently required under 
the prior law. However, the new law goes further 
and provides that if an installment obligation is dis- 
tributed, transmitted, or disposed of otherwise than 
by sale or exchange, gain or loss results to the extent 
of the difference between (1) the excess of the face 
value of the obligation over the amount which would 
be returnable were the obligation satisfied in full and 
(2) the fair market value of the obligation at the time 
of such distribution, transmission, or disposition. The 
new Regulations, aside from giving an example of the 
application of this rule, do not contain any explana- 
tion other than a mere’ repetition of the statutory 


provisions. 
Property Exchanges—Fair Market Value 


Taxpayers who sell property, receiving obligations 
of the purchaser in part payment, frequently claim 
that the obligations have no fair market value for pur- 
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poses of determining gain or loss upon the sale. Reg- 
ulations provide that the amount realized from the sale 
or other disposition of property is the sum of any 
money received plus the fair market value of the 
property (other than money) received. It is note- 
worthy that Article 561 of Regulations 74 provides 
that the fair market value of property is a question of 
fact, and that “only in rare and extraordinary cases 
does property have no fair market value.” 


Exemptions from Tax on Corporations 
Building and Loan Associations 


The provisions in regard to the exemption of build- 
ing and loan associations, as contained in Article 525 
are the same as Art. 515 of Regulations 69 and Regu- 
lations 65, as recently amended by T. D. 4253, VIII-2- 
4065. It is now provided that a building and loan 
association organized pursuant to and operating in 
accordance with the laws of the United States or a 
_ state or territory thereof, is entitled to an exemption, if 
substantially all the business of such association is 
confined to making loans to members. 

Business Leagues 


Contrary to the prior Regulations, Article 528 in 
defining a business league such as is exempt from tax 
states that it is an organization of the same general 
class as the Chamber of Commerce or Board of Trade, 
and that its activities should be directed to the improve- 
ment of business conditions or to the promotion of the 
general objects of one or more lines of business as 
distinguished from the performance of particular serv- 
ices for individual persons. It is provided further that 
an organization whose purpose is to engage in a regu- 
lar business of a kind ordinarily carried on for profit, 
even though the business is conducted on a cooperative 
basis or produces only sufficient income to be self- 
sustaining, is not a business league. The prior Regu- 
lations provided that its work need not be similar to 
that of a Board of Trade or Chamber of Commerce. 


Corporations Organized to Finance Crop Operations 


The Act of 1928 contained a provision which was 
not in the prior acts, exempting from tax corporations 
organized by farmers’ cooperative marketing or pur- 
chasing associations, or the members thereof, for the 
purpose of financing the ordinary crop operations of 
such members or other producers, provided the mar- 
keting or purchasing association was exempt and the 
financing corporation was operated in conjunction with 
the marketing or purchasing association. Regulations 
74 do not expand upon this exemption allowed by the 
statute, but do provide that the provisions relating to 
a reserve or surplus and to capital stock, such as ap- 
plied to cooperative marketing and purchasing asso- 
ciations in the prior Regulations and the new Regula- 
tions, shall also apply to the financing corporations. 
Credits to Beneficiaries of Estate or Trust 

If any part of the income of an estate or trust is 
included in computing the net income of any legatee, 
heir or beneficiary, he is allowed for the purpose of the 
normal tax, in addition to his individual credits, a pro- 
portionate share of the credit for dividends and of 
such interest not entirely exempt from tax upon obli- 
gations of the United States, which he is required to 
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include in computing his net income. However, the 
new provision in Article 871 of Regulations 74 pro- 
vides that where the amount of such dividends and 
interest is in excess of the net income of the estate 
or trust, the proportionate share of such dividends and 
interest which each beneficiary is required to include 
in computing his net income and for which he is al- 
lowed a credit for normal tax purposes, is an amount 
equal to his distributive share of the net income of the 
estate or trust. 


Claims for Refund 


Judgment Obtained Against United States 


A new article is added to Regulations 74, known as 
Article 1256, prescribing the manner for filing claims. 
for the amounts of judgments rendered by the United 
States District Courts and the United States Court of 
Claims against the United States for the recovery of 
taxes. It is provided that this claim shall be on Form 
843 and shall be made in the same manner as in the 
case of claims filed for the amount of a judgment 
against a collector, except that (a) a certificate of 
probable cause is not required, (b) the claims shall be 
executed in duplicate and (c) in the case of a judg- 
ment rendered by the Court of Claims, there may be 
submitted in place of a certified copy of the final judg- 
ment a certificate of the judgment issued by the Clerk 
of the Court and two copies of the Court’s opinion, if 
any, was rendered. 


Refund Checks 


Regulations 69 provided that checks in payment of 
claims for refund would be drawn in the names of 
the persons entitled to the money and sent directly 
to them. Article 1254 of the new Regulations, although 
providing that the checks will be drawn in the names 
of the persons entitled to the money, contains a pro- 
vision that the checks may be sent to the persons en- 
titled to the money in care of an attorney or agent 
who has filed a power of attorney specifically author- 
izing him to receive such checks. However the Com- 
missioner may, so the Regulations state, send any check 
direct to the claimant. 


Closing Agreements 


To accord with the new provisions contained in Sec- 
tion 606 of the Revenue Act of 1928, in regard to the 
final determination of a taxpayer’s tax by agreement, 
the provisions in regard to closing agreements have 
been substantially rewritten. Article 1301 of Regula- 
tions 74 provides: 

Closing agreements provided for in Section 606 may re- 
late to any taxable period ending prior to the date of the 
agreement. Such an agreement may be executed even 
though under such agreement the taxpayer is not liable for 
any tax for the period. The matter agreed upon may relate 
to the total tax liability of the taxpayer or it may relate to 
One or more separate items affecting the tax liability of the 
taxpayer. For example, an agreement may be entered into 
with respect to the amount of gross income, to deductions 
for losses, depreciation, depletion, etc., or to the value of 
property on a basic date. Accordingly, there may be a series 
of agreements relating to the tax liability for a single tax- 
able period. Any tax or deficiency in tax determined pur- 
suant to such an agreement shall be assessed and collected, 
and any overpayment determined pursuant thereto shall be 
credited or refunded, in accordance with the applicable pro- 
visions of the statute. (See also Section 616.) 
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Consolidated Returns Regulations— 
Summary of Provisions 


By ANbDREW W. MELLON 


ECTION 141 of the Revenue Act of 1928 im- 

poses upon the Treasury the duty to prescribe 

regulations, legislative in character, for the 
filing of consolidated returns by affiliated corpora- 
tions and the determination and enforcement of the 
tax liability thereunder. Early last summer I ap- 
pointed a committee to undertake this work, com- 
posed of Mr. Henry Herrick Bond, Assistant Sec- 
retary of the Treasury; Mr. David H. Blair, the 
Commissioner of Internal Revenue; Mr. Clarence 
M. Charest, the General Counsel of the Bureau of 
Internal Revenue, and Mr. Ellsworth C. Alvord, 
Special Assistant to the Secretary of the Treasury. 
The committee held hearings and various organi- 
zations of taxpayers and the public generally were 
invited to present their views and proposals. The 
Regulations represent -the judgment of the com- 
mittee formed after the hearings, after months of 
study, and after constant consultation with many 


of the recognized experts and students of the prob- 
lems. 


Many basic or fundamental theories were ad- 
vanced, including the so-called “economic unity” 
and “legal” principles. It was obvious, however, 


that the Regulations must conform as closely as. 


possible to the policies already adopted by the Con- 
gress and applicable to the determination of tax 
liabilities of separate corporations and of corporate 
stockholders, preserving the sound purposes for 
which the privilege of filing consolidated returns is 
properly granted and safeguarding against im- 
proper advantages and the evasion or avoidance of 
tax liabilities. Next in importance to the above 
seemed the necessity for certainty in the rules to 
be applied to the more important or more common 
transactions. It is hoped that under the Regula- 
tions taxpayers will be in a much better position 
to determine in advance the tax liabilities to result 
from a contemplated transaction, a very desirable 
substitute for the situation under prior laws in 
which tax liabilities of affiliated corporations would 
ordinarily not be determinable until long after the 
transactions involved took place. Those who have 
been devoting their time to the preparation of the 
Regulations undoubtedly recognize, far more than 
others, the real difficulties of the undertaking. Al- 
though it is to be expected that there will be dif- 
ferences of opinion as to some of the particular 
rules adopted, the Treasury believes that the Regu- 
lations will be much more satisfactory than the 
uncertainties of the past and will prove by experi- 
ences over a period of years to be acceptable and 
sound. 
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Summary of the Regulations 


The more important provisions of the Regula- 
tions may be summarized briefly as follows:: 

Future Application only—The Regulations ap- 
ply only to the taxable year 1929 and subsequent 
taxable years. They are not to be applied retro- 
actively, although some of the provisions naturaily 
are based upon the position taken under prior laws. 

Administrative Provisions.—The parent corpora- 
tion is the agent of each corporation in the group 
and the Treasury will deal only with the parent, 
with the necessary provisions to apply in case the 
parent is dissolved or a subsidiary leaves the group. 
The privilege to file a consolidated return must 
be exercised at the time the parent files its return, 
and every member of the group must be included in 
the return. Generally speaking, a group which 
elects to file a consolidated return for any year 
must continue on the same basis for subsequent 
years. 

Liability for Tax.—The parent corporation and 
each subsidiary remain severally liable for the tax 
shown on the original return and for any deficiency, 
with a provision that if a stbsidiary ceases to be 
a member of the group by reason of a sale of stock 
prior to the assessment of the deficiency its liability 
continues only for its share of the deficiency com- 
puted on the basis of its share of the consolidated 
net income. 

Consolidated Net Income.—The net income of 
the affiliated group is, in effect, the algebraic sum 
of the net incomes of the separate corporations in 
the group, with necessary eliminations to prevent 
recognition of gain or loss upon purely intercom- 
pany transactions. 

Sale of Stock of Subsidiary.—Gain or loss is 
recognized upon the sale of stock of a subsidiary, 
whether or not the affiliation is broken. Inasmuch 
as under a consolidated return net losses of one 
member of the group may be offset against the 
gains of other members, it was necessary to prevent 
a second allowance (that is, also upon the sale of 
the stock) of the losses which have been availed 
of in the consolidated return but which could not 
have been availed of if separate returns had been 
filed. There is much to be said for making an ad- 
justment also for the gains of the subsidiary which 
were taxed to it when earned. However, inasmuch 
as gains can be cared for by the declaration of divi- 
dends prior to the sale of the stock (thus prevent- 
ing the so-called “double taxation” for the relief 
of which the adjustment was proposed), it was not 
believed the advantages of an increased basis, which 
would result if a consolidated return were filed 
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but which would be denied to a separate corpora- 
tion, were justified. Again, if adjustments for gains 
were to be made corresponding adjustments for 
dividends would be required. The admittedly com- 
plicated provisions applicable to the adjustments 
for losses would appear simple indeed as compared 
to the provisions which would be necessary to pro- 
vide properly for adjustments for gains and divi- 
dends. 

It was rather singular that no one advocated the 
rule, which has been adopted as to the past in de- 
cisions of the lower courts and of the Board of Tax 
Appeals, that gain or loss should not be recognized 
upon the sale of stock of a subsidiary. Such a rule 
would, obviously, have the effect of removing the 
present tax upon a realization of appreciation in 
value of capital assets. 

The Regulations also protect against “paper” 
losses resulting from purely artificial or fictitious 
transactions. 


Dissolution of Subsidiary.—Neither gain nor loss 
is recognized upon the dissolution of a subsidiary. 
Dissolutions may, in theory, be classified into three 
general types: (a) A “purchasing” dissolution, 
where, in order to obtain the assets, the stock is 
purchased and the corporation then dissolved; (b) 
a “reorganization” dissolution, where a subsidiary 
is dissolved in order to effect a purely internal re- 
arrangement or reorganization; and (c) a “wind- 
ing-up” dissolution, where it is decided to abandon 
the business and close out the affairs of the sub- 
sidiary. Obviously, no gain or loss should be 
recognized, for none is actually realized, in the 
case of dissolutions of the first two types, while 
any gain should be taxed and any loss allowed as a 
deduction in the case of a dissolution of the third 
type. Generally speaking, however, dissolutions as 
a practical matter cannot be readily classified. 
Transactions falling into more than one of the 
three types are very frequently involved, and the 
purposes of a dissolution do not always remain 
constant and are not always apparent or ascertain- 
able. Inasmuch as it would be impossible to pre- 
scribe a rule which would distinguish the types and 
which would be susceptible of sound administra- 
tion, and in view of the fact that the benefit of 
losses which are properly allowable are not denied 
if the loss is realized before the dissolution or if 
the subsidiary is not a member of the group at 
the time of the dissolution, it was concluded that 
the rule adopted in the Regulations, treating all 
dissolutions as intercompany transactions, was the 
safest and best and would prove the most satisfac- 
tory. Very substantial benefits both to taxpayers 
and the Government will result in the certainty as 
to the rule which is to be applied. 


Basis of Property.—The basis of property owned 
by a corporation is not affected by intercompany 
transactions or by the purchase or sale of its stock. 


Net Losses.—Consolidated net losses for 1929 
and subsequent years can be carried forward by 
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the same affiliated group. If the group is broken 
up, the net loss follows the parent and in case is 
to be allowed to the subsidiary. A corporation 
coming into a group carries its net loss with it, 
subject only to the protective provision that it 
cannot exceed the amount paid by the group for 
its stock if the affiliation is formed after January 
1 of this year. Provision is also made for the car- 
rying forward, subject to certain limitations, of net 
losses sustained for one or both of the taxable 
years prior to 1929 if a consolidated return is filed 
under the new Regulations. 

Credit for Foreign Taxes.—The credit for foreign 
taxes is to be computed as if the affiliated group 
were the taxpayer. 


Closing Agreement Procedure Specified 
by Bureau of Internal Revenue 


HE movement begun under Section 1106 (b) 

of the Revenue Act of 1926 to obviate litigation 
in cases where tax liability of any person or estate is 
in question, by means of closing agreements in final 
and conclusive determination of the tax payable, if any, 
was given new impetus following the enactment of 
Section 606 of the Revenue Act of 1928, paragraph 
(c) of which repeals Section 1106 (b) of the Reve- 
nue Act of 1926, effective on June 29, 1928. Agree- 
ments made before that date are not affected by the 
repeal of Section 1106 (b). 


Section 606 removes the restrictions on agreements 
provided in prior acts and it is no longer required as a 
condition precedent to a valid agreement that the 
liability determined be assessed and paid or that the 
taxpayer accept any abatement, credit or refund which 
may be disclosed in the audit of the return. It is essen- 
tial only that there be a determination of the tax 
liability for the period to be covered by the agreement. 
The removal of the restrictions referred to will permit 
agreements stating “no tax liability” in cases where 
nontaxable returns have been filed and accepted by the 
Bureau. Mim. 3652, par. 3: VII-30-3824. 

Agreements may be filed from time to time with 
reference to specific issues in a case such as invested 
capital, rates of depreciation, valuation and amortiza- 
tion. In his report to Congress for the fiscal year ended 
June 30, 1928, Secretary Mellon viewed as probable an 
increasing use of the agreement form on matters such 
as these “where the taxpayer and the Bureau finally 


- reach an agreement, so that as the case proceeds 


through the audit certain issues will be definitely settled 
which may not then be reopened merely because after 
a lapse of time in the audit some different auditor or 
conferee or attorney has a different point of view on 
the matter involved, or a court or Board of Tax Ap- 
peals decision requires a change in the position taken, 
either in favor of, or adverse to, the taxpayer.” 

Special agreements on specific issues are made only 
after careful investigation and review by the Depart- 
ment. Under Section 606 (b), if such an agreement is 
approved by the Secretary, or the Undersecretary, with- 
in the time stated in the agreement, or later agreed to, 
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the agreement is final and conclusive except upon a 
showing of fraud or malfeasance, or misrepresentation 
of a material fact. 

The first rulings issued in administration of Section 
606, dated July 5, 1928, are designated as Mimeograph 
3652, VII-30-3824. Instructions supplementing and ex- 
plaining the procedure outlined in Mimeograph 3652 
were recently promulgated as Mimeograph 3697, VIII- 
4-4076, the text of which follows: 


Agreements to be secured only where tax liability is 
changed.—It should be noted that the procedure referred 
to provides that agreements on Form 866 be secured only 
in those cases where the tax reported on the return or re- 
turns under consideration is either increased or decreased. 
Where a return is accepted as correct, or where no changes 
are made in returns forwarded from the Bureau for field 
or office audit Form 866 will not be submitted for signature 
and closing agreements will be entered into only upon the 
taxpayer’s subsequent application therefor. Revenue agents 
will secure agreements, however, covering all years included 
in their reports if a change in liability is recommended for 
any year. 

Applications for closing agreements received by collectors 
will be forwarded to the Bureau, attention of IT:C:P-2, for 
preparation of Forms 866, unless the return involved is one 
that has been retained in the collector’s office for filing, in 


which event the instructions in paragraph 9 of Mimeograph 
3652 will be followed. 


Tax liability only to be stated on Form 866.—Closing 
agreements secured from taxpayers and forwarded to the 
Bureau for completion must correctly state the principal 
sum of tax liability for the year or years involved, com- 
puted in accordance with the instructions in paragraph 5 of 
Mimeograph Coll. No. 3652, R. A. No. 463. The practice 
observed in some instances of including penalty and inter- 
ests amounts on Form 866 or of stating thereon amounts 
designated as net losses should be immediately discontinued. 


Statute of limitations.—The liability stated on Form 866 
shall include only the net tax legally assessed or assessable, 
and/or collectible, and shall not include an amount the as- 
sessment or collection of which is barred by the statute of 
limitations. 

Signatures and evidence of authority to sign—Care should 
be observed in obtaining proper signatures to closing agree- 
ments and satisfactory evidence of the authority of the 
person signing the agreement where such evidence is re- 
quired as provided in paragraphs 15 and 16 of Mimeograph 
Coll. No. 3652, R. A. No. 463. The importance of strict 
compliance with the provisions oi this paragraph can not be 
too strongly urged. : 

Nature of evidence; individuals—An agreement executed 
on behalf of an individual taxpayer by an attorney or agent 
must be accompanied by a power of attorney specifically 
authorizing said attorney or agent to sign the form. 

Nature of evidence; fiduciaries.—The authority of adminis- 
trators and executors to execute a closing agreement must 
be evidenced by attested copies of the letters testamentary or 
of the order of the court and a certificate to the effect that 
such authority remains in full force and effect as of the date 
the agreement is signed. Agreements signed by beneficiaries 
of an estate will be acceptable if accompanied by a court 
certificate evidencing discharge of the administrator or ex- 





‘ manage 16 of Mimeograph 3652, as amended, reads as 
ollows: 

If the taxpayer is a corporation the agreement shall be signed 
with the corporate name followed by the signature and title 
of such officer or officers of the corporation as are empowered 
under the laws of the State in which the corporation is located 
to sign for the corporation, in addition to which the seal, if any, 
of the corporation must be affixed. If the corporation has no 
seal an affidavit reciting such fact should accompany the signed 
agreement. When a signed agreement received either in the 
field or Washington offices of the Bureau bears no seal and is 
unaccompanied by the affidavit mentioned, the employee handling 
the case should satisfy himself that the person who signed the 
agreement is an officer of the corporation. If this can not be 
done by a comparison of the signature on the agreement with 
signatures appearing on other papers in the files, the agreement 
should be returned to the taxpayer with the request that the 
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ecutor and a statement showing the names and addresses of 
the beneficiaries and the proportionate share of each in the 
estate. Trustees must submit with the signed agreement 
a true copy of the deed or declaration of trust under which 
they derive their authority. If one or more trustees have 
been succeeded by others who sign the agreement, docu- 


mentary evidence showing such succession must be sub- 
mitted. 


nee of Par. 16 of Mimeograph 
3652)? 


Corporations in process of dissolution or liquidation and 
dissolved corporations.—Agreements in this type of case 
shall be signed and the authority of the person signing shall 
be evidenced in accordance with the provisions of paragraph 
16 of Mimeograph Coll. No. 3652, R. A. No. 463. A certified 
copy of the minutes of the meeting of the board of directors 
at which action was taken relative to dissolution or liquida- 
tion will be sufficient if the names of the persons designated 
to wind up the affairs of the corporation appear therein. An 
affidavit reciting that the authority of the person signing the 
agreement remains in full force and effect as of the date of 
signing must also be furnished. 


Corporations in receivership.—Agreements of corporations 
in the hands of a receiver shall be signed by such receiver 
and his authority to act shall be evidenced by a certified 
copy of his appointment. 


Corporations: Change of name, merger, etc.—Where a 
corporation has changed its corporate name since filing its 
return for the year covered by the agreement, Form 866 
shall be prepared in the name stated on the return for the 
signature and seal of the corporation under its present name, 
as indicated by the following example: 

This agreement, made in duplicate under and in pursuance 
of section 606 of the Revenue Act of 1928 by and between 
John Doe & Co., Inc., 


* * * * * 


Signed this 15th day of October, 1928. 
Doe & Roe Manufacturing Co., Inc., 
Formerly John Doe Co., Inc. 
_ By John Doe, President. 


[Doe & Roe Manufacturing 
Co., Inc. (Seal) ] 

The agreement shall be accompanied by a certified copy 
of the minutes of the meeting of the board of directors at 
which action was taken relative to changing the corporate 
name. 

Where a corporation since filing its return for the year 
covered by the agreement has been succeeded by another 
corporation as the result of a merger, Form 866 shall be 
prepared in the same manner as indicated in the above ex- 
ample, except that the words “successor to” shall be sub- 
stituted for the word “formerly” in the signature. 

Agreements in this type of case shall be accompanied by 
an affidavit reciting the manner in which the assets of the 
corporation whose liability is closed by the agreement were 
acquired by the corporation signing the agreement form. 
In lieu of an affidavit a certified copy of the purchase agree- 


ment, merger agreement, or contract of sale may be sub- 
mitted. 


Consolidated returns.—A special Form 866 * * * will be 
used in consolidated cases. If no change in affiliations is 
made the consolidated tax liability should be shown on the 

(Continued on page 116) 


seal be affixed or that the affidavit herein before mentioned 
be furnished. A true copy of the instrument under which the 
trustees derive their authority, certified to before a notary 
public, shall accompany the signed agreement, or, if their au- 
thority arises under a State statute, such statute shall be cited 
and quoted.and an affidavit by a third party showing the facts 
required by the statute as a precedent to the vesting of the 
authority in said trustee shall be furnished. If the corporation 
has been legally dissolved, the agreement shall be signed before 
a notary public by former stockholders representing a majority 
of the voting stock of the corporation at the date of dissolu- 
tion, and shall be supported by an affidavit showing the total 
number of outstanding shares of voting stock at the date of 
dissolution and the number held by each signatory to the agree- 
ment. The affidavit must contain positive averments as to the 
nonexistence of any trustee and the date of dissolution must 
be stated therein. 
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Tax Cases Under Advisement, Awaiting 
Decision by Supreme Court 


N THE closing week of February a number of tax 

actions were under advisement, awaiting decision by 
the United States Supreme Court. Two important 
cases, United States v. Boston & Maine Railroad and 
Old Colony Trust Company, et al., v. Commissioner of 
Internal Revenue have been assigned for reargument. 

Umited States of America v. Boston & Maine Rail- 
road, No. 16—On certificate from the United States 
Circuit Court of Appeals for the First Circuit. 

The question certified to the Supreme Court was 
raised in connection with the following facts: The 
plaintiff, the Boston and Maine Railroad, in the year 
1900, leased certain railroad property from the Fitch- 
burg Railroad Company for a term of ninety-nine 
years. Among other provisions of the lease, the plain- 
tiff covenanted to pay Federal income taxes imposed 
upon the lessor upon the income received from the 
leased property. Pursuant to this covenant the plain- 
tiff paid to the Commissioner of Internal Revenue in- 
come taxes for the year 1917 assessed against the les- 
sor company. Subsequently the Commissioner assessed 
an additional tax against the lessor as a result of adding 
to its income the amount of the 1917 income tax paid 
on its behalf by the plaintiff. This additional tax was 
paid by the plaintiff. The question presented to the 
Supreme Court is whether the payment by the lessee 
plaintiff of the income tax assessable against the lessor 
constituted additional income to the lessor under the 
Revenue Act. 

The question at issue in the above case is closely 
related to that in Old Colony Trust Company, et al, 
Executors, v. Commissioner of Internal Revenue, No. 
130, which is a suit involving the issue as to whether 
income and surtaxes paid by an employer on compen- 
sation received by an employee is income to the em- 
ployee. 

When the Old Colony Trust Company case was 
called for argument early in January, the court on its 
own motion questioned its jurisdiction of this case, and 
requested counsel to prepare and file briefs. Briefs 
were subsequently filed by the petitioner and the Com- 
mitte on Federal Taxation of the American Bar Asso- 
ciation in respect to the Supreme Court’s jurisdiction 
of cases originating in the Board of Tax Appeals and 
appealed to the Circuit Court of Appeals, pursuant to 
the Revenue Act of 1926. However, on February 18 
the case was assigned for reargument on April 15. In 
the order of assignment the Court requested assistance 
of counsel in respect of the following matters: 

1.. Was there power in Congress Circuit Court of Appeals 
to review action by the Board of Tax Appeals? 

2. Does the Circuit Court of Appeals act as a tribunal of 
original jurisdiction when considering appeals from the Board 
of Tax Appeals? If so, may it under Title 28, United States 
Code, Sec. 346, certify to this Court questions deemed neces- 
sary for the proper decision of appending cause? . 

3. What has been the practice of taxing officers relative 
to assessments, where by agreement between the parties the 
tax laid upon the income actually received by one of them 
has been paid by another? 

4. Do applicable statutes authorize the taxing officers to 
estimate total income by adding to the amount actually re- 


ceived by the taxpayer any tax which another has paid thereon 
under agreement between the parties? 
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State Tax Cases 

Surplus Trading Company, Plaintiff in Error, v. J. 
M. Haynie, as Sheriff and Ex-Officio Collector of 
Taxes, etc., No. 33.—In error to the Arkansas Supreme 
Court. 

In this case the right of the state or any of its tax- 
ing agencies to levy a personal property tax on goods 
stored on a Government military reservation and 
owned by a private individual is contested. 

Francis Beidler II and George Engelking, as Execu- 
tors, v. South Carolina Tax Commission, No. 39.—In 
error to South Carolina Supreme Court. 

Question before the Supreme Court is whether the 
State may tax a nonresident creditor of a resident of 
that State. 

White River Lumber Co. v. State of Arkansas, 
ex rel., H.W. Applegate, Attorney General, No. 101.— 
In error to the Arkansas Supreme Court. Constitu- 
tionality of Arkansas Back Tax Law at issue. 


Court Decisions 


Affiliated Corporations—Two corporations (Adolph 
Hirsch & Company, Inc. and The Brazilian Rubber and 
Development Company) were held not to be affiliated in 
1920, though the management and place of business was 
the same and no regular set of books was kept for the 
Brazilian Company, it being conducted as a department of 
the Hirsch Company’s business, where the stockholders of 
the Brazilian Company owning 44.37 per cent of its stock 
owned no stock in Adolph Hirsch & Company, Inc.— 
United States Circuit Court of Appeals, Second Circuit, in 
Commisstoner of Internal Revenue v. Adolph Hirsch & Com- 
pany, Inc. 


The Commissioner’s action in consolidating the returns 
of two corporations for 1917 was approved, where the tax- 
payer, engaged in manufacturing candy, owned 94.33% of 
the stock of a corn refining company from which it obtained 
its corn syrup. Articles 77 and 78 of the regulations issued 
pursuant to Section 201 of the 1917 Act providing for con- 
solidated returns for affiliated corporations are not in viola- 
tion of the Constitution. 

Where the claim for refund was not based upon (a) 
failure to include organization expenses in invested capital, 
or (b) failure properly to allocate excess-profits taxes be- 
tween corporations contended by the Commissioner to be 
affiliated, such contentions cannot prevail in a suit to re- 
cover the taxes paid.—Court of Claims of the United States 
in National Candy Company v. The United States—No. F-90. 


Two corporations were held affiliated during 1919 where 
one owned all the preferred and 80% of the common stock 
of the other, the remaining 20% being owned by an officer- 
employee under a contract requiring resale to the taxpayer 
on termination of the employment, both corporations being 
controlled by the same interests and operating practically 
as a single unit—Court of Claims of the United States in 
Ullman Manufacturing Company, a Corporation, v. The United 
States, No. H-306. 

Business Expenses.—Contributions in 1921 to the Y. M. 
C. A., the Y. W. C. A., and to a hospital are not deductible 
as ordinary and necessary business expenses by a corpora- 
tion.—Court of Claims of the United States in Alfred J. 
Sweet, Inc., v. The United States. No. H-325. 

Capital Stock Tax.—A corporation organized for the pur- 
pose of purchasing, holding, leasing, and selling real estate 
was held to be “carrying on and doing business” and sub- 
ject to the capital stock tax imposed by the 1921 and 1924 
Acts, where it acquired coal land in exchange for its stock 
and bonds, leasing it to a corporation owned by its sole 
stockholder, had no separate office, or employees, its offi- 
cers being the same as those of the other corporation owned 
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by its sole stockholder, paid current expenses and with its 
income paid off its bonds and made investments.—Court of 
Claims of the United States in Morrisdale Land Company v. 
The United States, No. H-409. 

A corporation in existence in the preceding taxable year 
only one month ending June 30, 1925, in arriving at the fair 
average value of its stock for the year ending June 30, 1925 
for purposes of the capital stock tax imposed by Section 
700, Act of 1924, is permitted to average the fair value of 
its capital stock only over the period of its existence, and 
not over a period of twelve months.—Court of Claims of 
the United States in Alaska Consolidated Canneries, Inc. v. 
The United States, No. H-152. 


Community Property.—Income derived from personal 
services rendered by the hsuband and reported by the wife 
in her separate return as her income under the community 
property laws of Texas may be treated as earned income. 
B. T. A. Dec. 3036 [C. C. H.], 8 B. T. A. 1227 reversed.— 
United States Circuit Court of Appeals, Fifth Circuit, in 
Mrs. Ethel Hopkins McLarry v. Commissioner of Internal 
Revenue. 


Distributee of Estate—Taxable Income.—A distributee 
may not deduct from income derived from securities trans- 
ferred and delivered to such distributee in 1918 by the 
executor of an estate in process of administration that por- 
tion of the federal estate tax paid by the executor in 1919 
but contributed by the distributee pursuant to an agreement 
between the executor and the distributee at the time of the 
transfer to meet promptly estate liabilities, such tax being 
imposed upon the estate and the executor, and not against 
the distributee—Court of Claims of the United States in 
Eda Mathiessen v. The United States. 


Exports, Profits on—Validity of Tax.—The provision of 
the 1918 Act taxing a domestic corporation upon profits 
derived from the sale abroad of articles purchased within 
the United States, while corporations organized under the 
laws of Porto Rico and of the Philippines are not so taxed, 
is not unconstitutional as discriminatory nor as a tax on 
exports. District court decision, 24 Fed. (2d) 989, affirmed. 
—United States Circuit Court of Appeals, Second Circuit, 
in Neuss, Hesslein & Co., Inc., v. William H. Edwards, 
Collector. 

Federal Estate Tax.—The widow of a decedent to whom 
he left his entire estate after payment of his debts was held 
to have elected to take under the will and to have waived 
her dower rights, where she made no express election as 
required by the law of the states in which the realty was 
situated, and no deduction from gross estate, for the value 
of dower rights may be allowed under the estate tax pro- 
visions of the Revenue Act of 1916, which were in effect 
at the date of death of the decedent, January 23, 1919.— 
United States District Court, So. Dist. of New York, in 
ae Fi Schuette, Executrix, v. Frank K. Bowers, Collector. 

. 37-284. 


The claim of an estate against a joint mortgagor for re- 
imbursement for indebtedness upon which the decedent was 
jointly and severally liable is property the value of which 
should be included in the decedent’s gross estate. B. T. A. 
Dec. 2493 [C. C. H.], 7 B. T. A. 134, affirmed. 

Property bequeathed by a prior decedent to his son who 
died intestate in 1918 while in army service without having 
received actual distribution from his father’s estate and 
which passed to the decedent should not be excluded from 
the decedent’s estate as prior taxed property, even though 
the father died within five years of the death of the dece- 
dent, the son being the “prior decedent” within the meaning 
of the 1921 Act.—United States Circuit Court of Appeals, 
Ninth Circuit, in John Parrott, Jr. and Mary Emilie Parrott 
Williams, as Executor and Executrix, respectively, of the Es- 
tate of Mary Emilie Parrott, Deceased, v. Commissioner of 
Internal Revenue of the United States.’ No. 5310. 

Good Will—Valuation.—The evidence was held to estab- 
lish that a corporation selling its product to a single cus- 
tomer possessed a good will both on March 1, 1913 and on 
the date of sale in 1919 to its principal customer of its 
“plant as a whole, as a going concern” and that such good 
will was sold in 1919. 
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Where the taxpayer seeks to deduct no loss and seeks 
only to establish that it realized no gain upon sale in 1919 
of a going concern, the element of cost of good will exist- 
ing prior to March 1, 1913, is. immaterial. 

March 1, 1913, value of good will of a going concern can 
be established by applying the recognized formula for com- 
putation of good will values where the value of the tangi- 
bles, the annual net income for a series of years ending 
December 31, 1912, and the non-hazardous character of the 
business have been proved. The Board of Tax Appeals 
erred in not making the finding as te the March 1, 1913, 
value of good will in the amount requested by the taxpayer. 
B. T. A. Dec. 3769 [C. C. H.], 11 B. T. A. 361, reversed 
and remanded.—United States Circuit Court of Appeals in 
The Pfleghar Hardware Specialty Company v. David H. Blair, 
Commissioner. 

The Board of Tax Appeals, Smith, Trammell and Trus- 
sell, dissenting, held that a value for the intangible assets 
was not shown because evidence did not justify an affirma- 
tive answer to the following questions: Would any other 
person in 1919 have paid $300,000 for the plant?) Would 
any other person in 1913 have paid $113,000 more than the 
value of the tangible assets for the plant? Would the com- 
pany which bought the plant in 1919 at a cost of $113,000 
above the value of the tangible assets, have paid that much 
in 1913? The Board held that while capitalization of earn- 
ings by formulae “is sometimes resorted to as an aid, or 
as it were, to check against other evidence,” its use alone 
is unsatisfactory. 


Government Contracts, Taxation of.—Section 301 (c), 
Act of 1918, with respect to the taxation of income derived 
from a government contract is not unconstitutional. 

Payments received under supplemental agreements en- 
tered into in 1919, providing for the cancellation of a gov- 
ernment contract and superseding it were derived from war 
— and subject to tax imposed by Sec. 301 (c), Act 
of 1918. 

Payments to cover expenses and losses incident to the 
sudden cessation of work on government contracts and re- 
turn to the regular line of manufacture received under sup- 
plemental agreements cancelling a war contract should be 
offset by expenditures necessary to effect resumption of 
peace-time activities. The taxpayer’s proof as to such ex- 
penses and losses, which could not be segregated on> its 
books, consisting of the uncontradicted testimony of its 
vice-president in charge of the negotiation with the gov- 
ernment and the reconstruction of the plant, stricken out in 
the hearing before the Board of Tax Appeals on the ground 
that the books were the best evidence, was held to be 
adequate. The Board erred in holding in B. T. A. Dec. 
2776 [C. C. H.], 7 B. T. A. 1277, that any part of the pay- 
ments received under the supplemental agreements should 
be subject to the higher rates of Sec. 301 (c), Act of 1918, 
and the decision was reversed and remanded.—United States 
Circuit Court of Appeals, Second Circuit, in R:. Hoe & Com- 
pany, Inc., v. Commissioner of Internal Revenue: 


Income Distinguished from Capital—A contract permit- 
ting a secret process to be used by a corporation, title to 
which was retained by the discoverer, was held to be a 
license for the use of the process and not a sale of such 
process, and the payments received under it are income 
and not a realization of capital—Court of Claims of the 
United States in Charles E. Kaltenbach v. The United States. 
No. D-583. 

Inventories, Valuation of.—Closing inventory for finished 
goods for 1920, taken at market, should not be reduced by 
selling commissions or trade discounts which the taxpayer 
would have had to pay or allow, since the regulations as 
prescribed by the Commissioner pursuant to the authority 
conferred on him by Sec. 203, Act of 1918, define “market” 
as the “current bid price’ without reference to such dis- 
counts and commissions.—Court of Claims of the United 
States in Riverside Manufacturing Company, a Corporation, V. 
The United States. No. F-424. 


Invested Capital—Invested capital for 1918 should not 
be reduced on account of a tentative tax computed upon 
income for that year in determining the amount of current 
earnings available for the payment of dividends.—United 
States Circuit Court of Appeals, Third Circuit, in Com- 
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missioner of Internal Revenue v. Pittsburgh Knife & Forge 
Company. No. 3841. Oct. term, 1928. Decision of the Board 
of Tax Appeals, 6 B. T. A. 1083, affirmed. 


Invested capital should not be reduced on account of a 
tentative tax computed upon the income of the taxable year 
in determining the amount of current earnings available for 
the payment of dividends——United States Circuit Court of 
Appeals, Fifth Circuit, in David H. Blair, Commissioner, v. 
W. G. Ragley Lumber Company. No. 5422. 

Net Loss on Consolidated Return, Deductions for.—A net 
loss shown on a consolidated return for the fiscal year 1921 
covering operations for a full twelve-month period of two 
members of the group, and an eleven-month period of a 
third member which, with the approval of the Commis- 
sioner, had changed from a calendar to a fiscal year basis 
conforming to that of its affiliated corporations, is deducti- 
ble, under Section 204, Act of 1921, from the net income of 
the affiliated corporations for the fiscal year 1922.—District 
Court, W. D. of Kentucky, in Chess & Wymond Company v. 
Robert A. Lucas, Collector. No. 1019. 

Personal Service Classification——Exemption as a personal 
service corporation for the years 1919 to 1921, was denied 
a corporation engaged in buying and selling advertising 
space in theaters on curtains, programs, slides and films, the 
evidence not establishing the proportion of income derived 
from trading as a principal. B. T. A. Dec. 2841 [C. C. H.], 
affirmed.—United States Circuit Court of Appeals, Ninth 
Circuit, in Green’s Advertising Agency v. D. H. Blair, Com- 
missioner of Internal Revenue. No. 5426. 

Property Exchanges.—Gain from a transaction involving 
the purchase and sale of a building whereby the taxpayer 
advanced money as earnest upon the contract for the pur- 
chase of the building in consideration for a share in the 
profits and security for the advance in case of default by 
the purchaser, is income in the year in which title passed 
and not in the year the contract of sale was made. B. T. 
A. Dec. 3116 [C. C. H.], 9 B. T. A. 270, affirmed. 

The finding of the Board of Tax Appeals that the evi- 
dence did not establish that the taxpayer, whose principal 
business, through numerous corporations under his control, 
was that of selling women’s clothes at retail, was regularly 
engaged in 1919 in dealing in securities resulting in a de- 
ductible net loss was approved the evidence establishing 
that the taxpayer’s return for such year showed sales only 
of securities held for six years. B. T. A. Dec. 3116 [C. C. 
H.], 9 B. T. A. 270, affirmed—United States Circuit Court 
of Appeals, Second Circuit, in Alfred M. Bedell v. Commis- 
stoner of Internal Revenue. 

Salaries, Deductions.—Equal salaries paid in 1917 to 1920, 
inclusive, to executive officers of a corporation (the founder 
of the business and his brother and father) owning the stock 
of such corporation in equal shares, were held to be rea- 
sonable on the facts and allowable as deductions for such 
years.—District Court of the United States, E. D. of 
Michigan, So. Div., in The Schwarz Foundry Company, a 
Michigan Corporation, v. The United States. Nos. 8012, 8013. 

Secret Processes—Allowances for Exhaustion, Obsoles- 
cence, etc.—A secret process is not susceptible to exhaus- 
tion, wear and tear or obsolescence within the purview of 
Section 214 (a) (8), Act of 1921—Court of Claims of the 
United States in Charles E. Kaltenbach v. The United States. 
No. D-584. 

Statute of Limitations.—Distraint pioceedings for collec- 
tion of taxes assessed for the fiscal year 1919 were held 
barred by the statute of limitations where on March 15, 
1919, a tentative return and on June 16, 1919, a complete 
return was filed and the warrant of distraint was issued on 
March 17, 1925. 

Where an amount was offered in compromise of all lia- 
bility on account of additional assessments and paid to the 
collector, which compromise offer was rejected, and was 
applied on an additional assessment for the fiscal year 1919, 
alleged to have been done “by direction of the plaintiff,” 
such act was tantamount to a waiver of the protest of the 
taxpayer of and a consent to the retention of the amount 
paid, and the taxpayer is not entitled to a refund of the 
amount so paid. District Court decision, decided July 22, 

1927, affirmed except on this point—United States Circuit 
Court of Appeals, Ninth Circuit, in A. A. Rasmussen, Col- 
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lector, v. Brownfield Canty Carpet Company, a Corporation. 
No. 5300. 

Surety Bonds—Suits On.—A surety bond given by a tax- 
payer in connection with a claim in abatement of an assess- 
ment of 1917 taxes which recited that the taxpayer had been 
assessed the sum remaining due and had asked the Collec- 
tor to suspend collection of the assessment for one year that 
it might pay so much as remained unpaid with interest 
thereon until paid as required by law should the abatement 
claim be disallowed, and which had a condition that the tax- 
payer should pay “the balance aforesaid” to the Collector at 
the expiration of the extended period, became due as soon 
as the Commissioner denied the rebate because the condition 
was based on payment of the assessment and was not based 
on payment of a tax that was due. 

The Collector as the obligee in a surety bond given with 
an abatement claim is not estopped from suing on the bond 
although he failed to file after due notice a claim with the 
referee in the matter of the bankruptcy of the taxpayer and 
the United States failed to file a claim therein after notice 
by the surety to do so. 

A denial by the bankruptcy court of the claim filed by the 
surety in the name of the United States for the tax assessed 
against a taxpayer who had given a surety bond therefor, 
would not estop a suit on the bond because the United 
States was not a party, and because neither the obligee nor 
the United States was a party to the proceeding and the 
court adjudicated the question of whether the tax was prop- 
erly assessed, rather than whether the assessment had been 
made, which is the issue here. 

A surety bond given by a taxpayer in connection with a 
claim in abatement of an assessment of 1917 taxes running 
to a Collector then in office and to his successors in office 
as obligees, may be sued upon by the successor to the office 
of the Collector named in the bond.—United States Circuit 
Court of Appeals, Second Circuit, in Frank K. Bowers, Col- 
lector of Internal Revenue v. American Surety Company. 


Taxable Income.—Income of a going concern from Janu- 
ary 1 to the date of sale in May, 1918 for a price equal to 
its book value (excluding cash), as shown by the closing of 
the books on December 31, 1917, is taxable to the seller on 
the accrual basis, and, where the books of the business were 
not closed when sold, the Commissioner’s determination of 
income as a pro rata portion of the entire year’s earnings 
was sustained.—United States Circuit Court of Appeals, 
Second Circuit, in Peter W. Rouss v. Frank K. Bowers. The 
decision affirmed the judgment of the District Court, So. 
Dist. of New York and the decision of the Board of Tax 
Appeals, 4 B. T. A. 516. 

Trusts.—Income received in 1919 and 1920 by a trust and 
added to the corpus pursuant to a trust deed providing for 
distribution of the income thereof at the discretion of the 
trustee or upon demand by the majority of the beneficiaries, 
no demand for distribution having been made, is taxable to 
the trust as income held for future distribution.—District 
Court of the United States, W. D. of Missouri, in C. S. 
Jobes, Trustee of C. S. Jobes Trust Estate, v. Noah Crooks, 
Collector. No. 7076. 


Section 219 (g) and (h), Act of 1924, taxing the income 
of a revocable trust to the grantor is not unconstitutional 
in so far as it taxes such income received in 1924 from a 
trust created prior to the enactment ‘of the 1924 Act.— 
U. S. District Court, So. Dist. of New York, in Charles A. 
Corliss v. Frank K. Bowers, Collector. 


A trust created in 1911, reserving to the creator the in- 
come for life with remainder over in certain contingencies, 
and the power of revocation, was held to have been created 
to take effect in possession and enjoyment at or after death, 
the value of which should be included in the decedent’s 
gross estate under Sec. 402 (c), Act of 1918. Reinecke v. 
Northern Trust Co., Exr., followed—United States District 
Court, So. Dist. of New York, in Home Trust Company, as 
Executors of Andrew Carnegie, Deceased, v. William H. Ed- 
wards, Collector; Home Trust Company, as Executor of An- 


drew Carnegie, Deceased, v. Frank K. Bowers, Collector. L- 
39/159; L-39/160. 
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ARNINGS of 156 manufacturing and trading companies 

in 1928 show an increase of 17.2 per cent over those of the 
preceding year, according to a compilation made by the Ameri- 
can Bankers’ Association Journal. With estimated earnings 
of railroads and other public utilities added, the grand total 
for 529 companies is 11.8 per cent higher than in 1927. Since 
these companies include the larger and more prosperous cor- 
porations it is probable that the gain in earnings by all corpora- 
tions will be smaller. In view of the reduction of 11.1 per 
cent in the rate of tax on corporations, the Treasury Depart- 
ment will have cause to feel highly gratified if the revenue 
from corporations for the taxable year 1928 is as large as that 
received in the preceding year. Generous distributions of earn- 
ings by corporations have been made this year, and therefore 


income taxes paid by individuals should reach a total larger than 
last year. 


To Commissioner of Internal Revenue has adopted the 
policy of permitting husband and wife, residents of California, 
to file separate returns, each reporting one-half of the income 
from community property acquired after July 29, 1927, in view 
of Section 161(A) of the California Civil Code, which be- 
came effective on that date. This ruling agrees with the con- 
clusions which were made in the article “The Community 
Property Bungle,” by Ralph W. Smith, published in the Feb- 
ruary number of the Nationa INcoME Tax MAGAZINE. 

The ruling is provisionally made pending final adjudication 
in court of a test case of the effects of Section 161(A) of 
the Civil Code of California.. Under the Supreme Court’s de- 
cision in United States v. Robbins, 269 U. S. 315, made before 
the California statute was changed, it appears according to the 
interpretation of the Bureau of Internal Revenue, that even 
if a wife has a vested interest in community property, it might 
be taxed to the husband if he has the management and control. 


T= constitutional prohibition of the levy of either an in- 
come -or an estate tax in the State of Florida is proving 
a disappointment in so far as it was expected to cause a 
wholesale immigration of tax-shy, affluent folk from other 
states and a consequent maintenance of high real estate values 
as a base for taxation. 


The same difficulties and inequities are being experienced as 
in other states where the taxation system is predicated on the 
assumption that tangible property holdings are a fair criterion 
of taxpaying ability and that a tax based upon valuation of 
property can be more satisfactorily administered than an income 
tax. 


It is being found, as elsewhere, that not only is an unfair 
burden of the cost of government placed upon real estate, but 
that the problem of assessment is anything but simple. Gross 
inequalities in taxes between districts result from variations in 
valuations and individuals escape from fair tax apportionment 
through undervaluation of property. 

In his inaugural address, Governor Carlton said: “The 
uppermost problem—financial and taxation must be met with 
wisdom and caution. The fact that nearly 25 per cent of our 
lands are off the tax books for non-payment of taxes; that 
collections have fallen off 10 per cent, 20 per cent, and in some 
cases 50 per cent in counties and municipalities; that the state 
paid out in the last two years $707,380 for costs in making 
tax sales, show that the problem is serious.” 


THE NATIONAL INCOME TAX MAGAZINE 


er] aha Ve a 2 ae 


WASHINGTON'S 
FINEST HOTEL 


World famous for its incompar- 
able cuisine and the high quality 
of its service The Mayflower offers 
everything that could be desired 
for the comfort and convenience 
of its guests. 


CONNECTICUT AVENUE AT L STREET 


i 


New York Booking Office 
845 Madison Avenue 
Tel. Murray Hill 9251 


Chicago Booking Office 
127 N. Dearborn Street 
Tel. State 7876 



















Executives 








ISUALIZE your business 

and increase the efficiency 
of your executive control by 
using Analytical Graphic 
Charts, especially prepared to 
fit your problems. 






































Write, Phone or Call. 
No Obligation 


Wendell C. Hill 
AND STAFF 


Consulting Economists 
Visualizing Statisticians 
Washington, D. C. 
Tel. Main 10492 



















































































Letters from Washington 
on Taxes 


We write a selected list of clients a se- 
ries of letters from Washington on tax mat- 
ters which are subjects of conversation, 
but which do not ordinarily get into pub- 
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appear on the surface. The letters are a 












































real help to all tax men. Clients include 
tax practitioners and corporation officers. 
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letter? 
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It appears that satisfactory revenue provision for mainte- 
nance of municipal, county and other subsidiary jurisdictions 
of the state is of chief concern, since occupational and gaso- 
line taxes are said to pay seven-eighths of the cost of the state 
government. 


Realty boards of the state are joining in the plea for a relief 
of the burden of taxation on real estate. A number of tax 
measures are in the making for introduction at the April meet- 
ing the legislature, but because of constitutional limitations 
the prospect of a satisfactory revamping of the tax system does 
not appear bright. 


ype New York inheritance tax law, taxing the contingent 
remainder of an estate at full undiminished value without 
deduction on account of intervening life estate, income there- 
on to be paid to the estate pending vesting of the remainder, 
was held constitutional by the United States Supreme Court 
in Leo Salomon, et al, plaintiffs in error, v. New York State 
Tax Commission and Nettie I. Simonson, et al, plaintiffs in 
error, v. The New York State Tax Commission. 


The New York transfer tax is a succession tax, graduated 
according to the relationship of the beneficiaries of the de- 
cedent. In the case of contingent remainders it is not possi- 
ble to know before the contingency occurs in whom the 
remainder will vest. But according to the procedure which 
the Supreme Court has approved the executor must furnish 
adequate security for the due payment of the tax at the 
death of the life tenant, and the amount of the tax is meas- 
ured by the value at the testator’s death, undiminished by 
the value of the intervening life estate. 


In the Salomon case the circumstances were that the de- 
cedent, Myer Hecht, left a residuary estate in trust amounting 
to $322,094.37. The widow was the beneficiary for life with 
contingent remainder. Her life interest as fixed on the 
mortality tables was $124,957. The inheritance tax was levied 
on that amount against her life interest, and a tax in addition, 
based on the entire corpus of the trust estate, namely, $322,- 
094.57, was levied on the remainder. Subject to Section 241 
the income on this tax is to be paid to the executors during 
the pendency of the trust. 

The New York method of taxing contingent remainders 
is incorporated in the draft of a model inheritance tax law 
proposed by the National Committee on Inheritance Taxa- 
tion and now that it has been validated by the United States 
Supreme Court is likely to be adopted by other states. 


T= WASHINGTON state statute imposing a graduated 
tax on foreign corporations upon the basis of authorized 
capital stock was held by the United States Supreme Court 
in The Cudahy Packing Company v. Hinkle, as Secretary of 
State, Docket No. 278, Oct., 1928 term, to be in violation of 
the Fourteenth Amendment of the Constitution. The tax 
was construed as being a direct burden upon interstate com- 
merce and as involving the exertion of taxing authority by 
the state over property and rights which were beyond the 
confines of the state and not subject to its jurisdiction. 


(a the inheritance tax law of Iowa a 10 per cent 


inheritance tax is imposed, with an exemption of $15,- 
000 if the estate does not pass to a nonresident alien. Denial 
of this exemption where an estate passes to a citizen of 
Denmark was held by the United States Supreme Court in 
Jen C. Nielsen, Adm., v. R. E. Johnson, Treasurer of State, 
Docket No. 115, Oct., 1928 term, to be in violation of the 
Treaty of 1926 between the United States and Denmark 
and hence to be invalid. 


The treaty, among other stipulations, provides: “The 
United States and His Danish Majesty mutually agree that 
no higher or other duties, charges or taxes of any kind 
shall be levied in the territories or dominions of either party 
for any personal property, money or effects of their respec- 
tive citizens or subjects on the removal of the same from 
their territories or dominions reciprocally, either upon in- 
heritance of such personal property, money or effects, other 
than are or shall be payable in each state upon the same 
when removed by a citizen or subject of such state re- 
spectively.” 
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Significant Decisions of the Board of Tax 
Appeals 


Bad Debts.—The taxpayer loaned $80,000 to one Stafford. 
There had been assigned to taxpayer as collateral, life insur- 
ance policies on the life of Stafford in the principal amount 
of $80,000. Stafford became bankrupt and was discharged. 
At the date of bankruptcy such policies had a cash surrender 
value of $24,586. The taxpayer did not surrender the polices 
or otherwise foreclose on them but continued them in force. 
Held, that he continued to hold them as collateral and was 
not the owner. Held, further, that in the absence of any 
foreclosure on the collateral, no deduction was allowable 
under the Revenue Act of 1918 as for a debt ascertained to 
be worthless. 

The taxpayer paid the net premiums due under the poli- 
cies. Held, that since the policies were held only as col- 
lateral and the principal amount was equal only to the 
original indebtedness, a loss was sustained in the amount 
of such premium payments.—Johi Cadwalader, Ins, 68. Gi, 
Executors, v. Commissioner, Dec. 4788 [C. C. H.], Docket No. 
13296. Smith and Van Fossan dissented on the second point. 


Business Expense.—A payment made by a corporation to 
one of its stockholders, who had brought suit to enforce his 
alleged right to subscribe for his proportion of the stock 


representing an increased capitalization, pursuant to a com- 
promise agreement between its two stockholders, is not 
deductible by the corporation.—105 West 55th Street, Inc., v- 
Commissioner. Dec. 4828 [C. C. H.], Docket No. 16301. 


Community Property.—Under the laws of California, 
upon the death of the husband, the wife takes her portion 
of the community estate as heir of the husband and the 
whole of the community estate is properly included in the 
gross estate of the husband for purposes of Federal estate 
tax.—Estate of Isidor Rosenberg, Deceased, Edgar D. Rosen- 
berg, Administrator, v. Commissioner. Dec. 4767 [C. C. H.], 
Docket No. 20668. The issue was held to be controlled by 
Talcott v. United States, 23 Fed. (2d) 897. 


Federal Estate Tax.—The will of the decedent provided 
that the income from certain property and specific amounts 
of money should be paid to the widow of the decedent 
during her lifetime and that at her death such property and 
specific amounts of money should be paid over to designated 
corporations, organized and operated exclusively for re- 
ligious, charitable, scientific, literary or educational purposes. 
In determining the amount of the deduction for such be- 
quests the respondent reduced the value claimed by the 
petitioners by the value of the life estate as computed from 
mortality tables. Held, that the determination of the re- 
spondent is not shown to be erroneous in result.—Henry R. 
Ickelhcimer, et al., Executors, v. Commissioner. Dec. No. 4770 
(Cc. C. Hj, Docket No. 15211. 


Gain, Taxable—Exchange of Leasehold for Annuity.— 
In 1919, petitioner’s decedent exchanged leaseholds for an 
annuity contract under the terms of which the said decedent 
was entitled to receive $100,000 per year during the remain- 
der of his life. In 1921 and 1922 he received $100,000 and 
$99,999.96, respectively, in accordance with the terms of-said 
agreement. Held, that the exchange in 1919 constituted a 
closed and completed transaction and that in determining 
whether a gain was realized in 1921 and 1922 on account 
of the annuity payments then received, the capital value of 
the contract in 1919 must be taken into consideration as an 
amount which may be returned free of tax. Held, further, 
that of the annuity payments received in 1921 and 1922, a 
gain was derived on account of each payment of the dif- 
ference between the present worth of such payments in 1919 
and the respective amounts received in 1921 and 1922.— 
Guaranty Trust Company of New York, Executor, Estate of 
Louis Sherry, v. Commisstoner. Dec. 4790 [C. C. H.], Docket 
No. 10758. 


Income, Taxable——During the taxable years, payments 
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were received upon accounts which had been charged off 
the books in prior years and deducted in computing net in- 
come of such years. Such accounts were not worthless or 
ascertained to be worthless in prior years. Held in the ab- 
sence of fraud or misrepresentation in connection with such 
deductions for prior years, that petitioner is not required to 
include the amounts collected in the taxable years as income 
in those years. Held further, that the amounts improperly 
charged off in such prior years are not to be excluded in 
computing invested capital—Liberty Insurance Bank v. Com- 
missioner. Dec. 4787 [C. C. H.], Docket No. 5070. Smith, 
Arundell and Trussell dissented. 


Interest Accrued on Bonds of a Decedent—When Tax- 
able to Estate.—Interest accrued on corporate bonds owned 
by decedent but not matured at time of his death becomes 
part of the corpus of his estate and when collected is not 
income to the estate. 


Interest coupons matured prior to death of decedent on 
bonds of solvent corporations which would have paid the 
same on presentation and which coupons were not cashed 
by reason of the illness of decedent, held to have been con- 
structively received by decedent during his lifetime and to 
constitute income to him.—Ella C. Loos, Executrix v. Com- 
missioner. Dec. 4818 [C. C. H.], Docket Nos. 8699, 8701. 


Liquidating Distribution of Corporate Assets Distin- 
guished from Sale.—The two stockholders of petitioner cor- 
poration in 1921 by individual contract subscribed to stock 
in a new corporation then being organized and agreed, in 
payment therefor, to secure the transfer to that corporation 
of certain assets of petitioner. In 1922, at a special meeting 
of stockholders, a resolution was adopted by petitioner to 
liquidate and dissolve and to convey the assets in question 
to the new corporation in satisfaction of the stock subscrip- 
tion made by the stockholders individually, the stock to be 
issued to those stockholders direct. The making of the 
transfer direct to the new corporation was to avoid the ex- 
pense of a double transfer, one to the stockholders in liqui- 
dation and the second by them to the new corporation. 
Held, that the transfer by petitioner was not a sale of assets 
whereby a gain or loss was sustained by petitioner but 
merely a method effecting a distribution of assets in the 
course of liquidation—W. P. Fox & Sons, Inc., v. Commis- 
sioner. Dec. 4808 [C. C. H.], Docket No. 16389. 


Proceeds from Royalty Interests, Assignments of.—The 
right to oil and gas royalties is an assignable Property right, 
and following an assignment of a fractional interest therein 
by taxpayer to his wife, royalties payable on such fractional 
interest is income of the assignee by virtue of her owner- 
ship and taxable only to her. 


An assignment, reciting a nominal consideration and pur- 
porting to convey an interest in the oil and gas royalty interests 
then held or to be acquired by the land oWner, conveyed an 
terest in the royalty right then in being, but could not oper- 
ate as a present conveyance of royalties rights to be ac- 
quired as no such rights existed. 


Nor could such assignment operate as a contract to con- 
vey upon subsequent acquisition or as a contract to divide 
the royalties when received, as there was no valuable con- 
sideration to support such executory contract provisions.— 
J. V. Leydig v. Conimissioner. Dec. No. 4810 [C. C. H.], 
Docket No. 7109. 


Reserves for Bad Debts.—The directors of the petitioner 
passed a resolution to charge off $5,000 a month toward 
creation of a $50,000 bad debt reserve to balance that 
amount of uncollectible accounts. The petitioner was on a 
cash receipts and disbursements basis of accounting. Only 
$10,000 ($5,000 each for the months of November and. De- 
cember) was actually charged off for the year in question 
and only that amount was allowed as a deduction for the 
year. Error was claimed in the denial of $40,000 of the 
$50,000 claimed as a bad debt or loss deduction. The Board 
held authorization to accumulate a so-called reserve to 
cover debts ascertained to be worthless by charging off a 
portion thereof each month over a period extending beyond 
the taxable year is not equivalent of a charge off as re- 
quired by the statute—St. Joseph Valley Bank v. Commis- 
sioner. Dec. 4822 [C. C. H.], Docket No. 19984. 
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Rulings of the Bureau of Internal Revenue 


Claims in Abatement as Effecting Stay of Collection— 
Act of 1928.—Where an abatement claim accompanied by a 
bond is filed after the expiration of the statutory period of 
limitation on collection, such claim and bond can not be 
held to stay collection so that the case will fall within the 
scope of Section 611. 

The crediting of an overpayment for 1920 against an 
additional tax for a prior year at a time when collection of 
such additional tax was barred by the statute of limitations 
is void under Section 609. 


Where an abatement claim accompanied by a bond is filed 
after the collection of an outstanding tax is barred, and the 
bond is thereafter released by the Government, suit may 
not be instituted on the bond against the surety company.— 
G. C. M. 5665, VIII-5-4089. 

Consolidated Returns.—Insurance companies taxable un- 
der Sections 234 and 246 of the Revenue Act of 1926 may 
not be included in the same consolidated return with a cor- 
poration taxable under Section 230 of that Act. G. C. M. 
5609, VIII-3-4070. In view of this ruling I. T. 2355, C. B. 
VI-1, 98, was revoked by I. T. 2448, VIII-4071. 

Consolidated Returns—Running of Statute of Limita- 
tions—Revenue Act of 1918.—Although the original con- 
solidated return may have been incomplete and incorrect 
as to details, it contained sufficient facts respecting the gross 
income and allowable deductions and credits of the 
Company, an affiliated subsidiary, to constitute the return 
of that corporation and started the running of the statute 
of limitations for assessment of the tax due from that cor- 
poration. The filing of an amended consolidated return 
did not operate to extend the period of limitation—lI. T. 
2451, VIII-4-4082. 

This ruling conforms with the decision of the Board of 
Tax Appeals in Appeal of F. A. Hall Co., Inc., Dec. 1359 
{C. C. H.]; 3 B. T. A. 1172, which was acquiesced in by 
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the Commissioner. In that case a consolidated income and 
profits tax return for the calendar year 1918 were held to 
be the return of each of the corporations as required by 
the then existing law and regulations starting the running 
of the statutory period under Sec. 277 (a) (2), Act of 1924, 
though the corporations were affiliated only for a part of 
the year, where the facts respecting gross income and 
allowable deductions of each were set forth in the return 
as required by Sec. 239. 


Involuntary Conversion of Property—Revenue Act of 
1924.—“Money” received in payment for property taken by 
condemnation proceedings includes the amount deducted 
from the award to pay indebtedness on such property. The 
excess of the gross amount awarded, less legal expenses 
incurred in defending the property, over the amount ex- 
pended for actual replacement, is the maximum amount of 
gain which may be recognized from the conversion, the 
actual gain depending on the cost or other applicable basis 
of the property converted.—G. C. M. 5302, VIII-3-4072. 


Testamentary Trusts on Fiscal-Year Basis—Taxation of 
Income Distributable to Beneficiaries Filing Returns on 
Calendar Year Basis.—Income of a trust for its fiscal year 
ended January 31, 1924, distributable to a beneficiary mak- 
ing his returns on a calendar year basis must be included in 
the return of the beneficiary for the calendar year 1924 and 
is taxable in full to the beneficiary at rates prescribed by 
the Revenue Act of 1924 for the calendar year 1924. 
Recommended that Mimeograph 3308, Example VII (C. B. 
IV-1, 7), be revoked in so far as it is inconsistent with this 
memorandum.—G. C. M. 5735, VIII-6-4097. 


Treasury Stock Distributions——When the entire stock of 
two stockholders of a corporation is purchased by the cor- 
poration and a part of such stock is distributed as a divi- 
dend to the remaining stockholders, the dividend is a stock 
dividend and is not subject to tax in the hands of the 
recipients.—I. T. 2449, VIII-4-4075. 
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Put this Book to Work 
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Now READY—for your immediate use, 
the long-looked-for treatise on Federal ’ 
Income Taxation by Dr. Klein. 


This 2386 page volume is up-to-the-minute 
in every way, containing the Treasury regu- 
lations just released, with explanatory com- 
ments and opinions by the author. It gives 
the answer to every important tax problem. . 


Every phase of income tax is treated with remarkable 
interest, keenness, and thoroughness. All the ramifica- 
tions of deductions, the calculation of the amount of tax, 
the filing of returns, the payment of taxes, the secur- - 
ing of refunds, the protection of the taxpayer’s inter- 
ests, the distinction between tax avoidance and tax 
evasion, the Board of Tax Appeals, and the courts. 


To the accountant, the lawyer, the business man, this © 
book will be an indispensable guide; it is bound to 
save much time, energy and money. 


"Don’t take chances with your clients’ or your own 1929 
tax returns. Get Dr. Klein’s book and make sure that 
you have covered thoroughly every new point brought 
up in the new regulations. 


Price $10.00 


WILEY ON APPROVAL COUPON 
John Wiley & Sons, Inc., 
440 Fourth Avenue, New York, N. Y. 


Send me, postpaid, Dr. Klein’s FEDERAL INCOME TAX- 
ATION. Within ten days I will send you $10.00 in full - 
payment - I will return the book. 


OW. B. Stage 





Joserpu J. Kier 

Dr. Klein, the author of this book, is 
a recognized authority on the income 
tax. The book is written from the 
point of view of the lawyer and the 
accountant. Dr. Klein is a former 
President of the New York State So- 
eiety of Certified Accountants. He is 
Associated Professor of Taxation at 
the College of the City of New York 
and Senior member of Klein, Hinds 
and Finke, Certified Public Account- 
ants. 
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Trusts—Apportionment of Depreciation Between Trus- 
tee and Beneficiary.—If a trust instrument provides that 
the income of the trust computed without regard to de- 
preciation is to be distributed to the designated beneficiaries, 
such beneficiaries will be entitled to the depreciation allow- 
ance to the exclusion of the trustee. If, however, the instru- 
ment provides that the trustee in determining the dis- 
tributable income shall first make due allowance for keep- 
ing the trust corpus intact by retaining a reasonable 
amount of the current income for that purpose, the allow- 
able deduction will be granted in full to the trustee——I. T. 
2452, VIII-5-4087. 

Trusts—Taxability as Corporations Retroactive Applica- 
tion of Sec. 704b, Revenue Act of 1928.—(1) Where the 
trustee has elected to be taxed as a trust under Section 
704 (b)* and a loss has been sustained, the beneficiaries 
should be allowed to deduct their proportionate shares 
thereof. 

2. Where a beneficiary purchases an interest in the trust 
during a taxable year, he is not, in general, taxable with 
respect to a proportionate share of the income of the trust 
earned prior to the acquisition of the interest. 

3. The cost recovery method may not be used by the 
trust in determining its income from the sale of the property 
irrespective of whether or not the trustee has elected to 
have the return taxed as a trust under Section 704 (b). 

4. A trust having a fiscal year ending during the calen- 
dar year 1928 does not meet the requirements of Section 
704 (b) for any part of that fiscal year. 

5. Where a trust, as created, has more than one trustee 
and title to the property becomes invested in one trustee, it 
does not meet the requirements of Section 704 (b) for the 
year of change and the year or years prior to the year of 
change. For years following the year of change, however, 
the trust meets the requirements. 

6. Where the declaration of trust does not confine the 
purposes and activities of the trust to the requirements of 
Section 704 (b) but the actual activities meet such require- 
ments, the right of election exists. 

7. The fact that buildings were erected on the property 
of the trust does not destroy the right of election. G. C. M. 
5426, VIII-6-4096. 


1Section 704 ‘b) of the Revenue Act of 1928 provides. “For 
the purpose of the Revenue Act of 1928 and prior Revenue Acts, 
a trust shall, at the option of the trustee exercise within one 
year after the enactment of this act, be considered as a trust 
the income of which is taxable (whether distributed or not) to 
the beneficiaries, and not as an association, if such trust (1) 
had a single trustee, and (2) was created and operated for the 
sole purpose of liquidating real property as a single venture 
(with such powers of administration as are incidental thereto, 
including the acquisition, improvement, conservation, division, and 
sale of such property), distributing the proceeds therefrom in due 
course to or for the benefit of the beneficiaries, and discharging 
indebtedness secured by the trust property, and (3) has not 
made a return for the taxable year as an association. 


Waivers—Statute of Limitations—Act of 1928.—A waiver 
executed by a taxpayer March 8, 1926, after the statute of 
limitations upon assessment had run and after the date of 
the enactment of the Revenue Act of 1926, is ineffective for 
the purpose of extending the period of limitation for assess- 
ment. The deficiency in tax assessed on the basis of the 
waiver was therefore erroneously assessed, and the amount 
collected on account of such assessment constitutes an over- 
payment under the provisions of Section 607 of the Revenue 
Act of 1928.—G. C. M. 5001, VIII-5-4088. 


Closing Agreement Procedure Specified 


by Bureau of Internal Revenue 
(Continued from page 107) 
special agreement form, irrespective of the manner in which 
the tax may be assessed among the affiliated companies. 

If the affiliations have been changed a separate agree- 
ment will be prepared on the printed Form 866 for each 
company ruled not affiliated and the special Form 866 will 
be drawn up to cover the tax liability of the companies left 
in the consolidation. 

An exception to the rule requiring separate agreements 
from companies held nonaffiliated will be noted where the 
change in affiliatign has resulted in two or more affiliated 
groups. In this type of case the special Form 866 will be 
prepared for each group. 
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Preparation of Special Form 866.—Form 866 in its special 
form * * * for use in consolidated cases will not be printed 
but shall be prepared specially to meet the requirements of 
the particular case. The form must be typed in duplicate 
and the paper used for both the original and the duplicate 
must be of a weight at least equal to that used for the 
printed form. Each corporation included in the affiliated 
group must be listed on the form as parties to the agree- 
ment and space must be provided for the signature of each 
such corporation so listed. The language of the form must 


follow exactly the language of the sample form attached 
hereto. 


Statement of period covered by agreement.—An accurate 
statement of the period of years covered by an agreement is 
essential. The closing date of fiscal years shall be stated 
and where a period other than a calendar or fiscal year is 
involved both the first and last dates of such period should 
appear on the agreement form. 

The following example, which assumes a change from a 
fiscal year to a calendar year, will serve as a guide to the 
proper statement on Form 866 of the period covered by an 
agreement: 

For the fiscal years ended July 31, 1923, and July 31, 
1924, the period August 1, 1924, to December 31, 1924, and 
the years 1925 and 1926. 


Corrections, erasures, etc.—Agreement forms submitted 
to the Bureau for completion must be accurately prepared 
and free from erasures or corrections of any kind. If an 





error is made in the preparation of Form 866, such form 


should be destroyed and a correct form prepared for sub- 
mission to the taxpayer for signature. Agreements should 
be typewritten whenever such method of preparation is 
practicable, both to facilitate their review in the Bureau and 
to insure that the duplicate in every instance will be an 
exact copy of the original. 


Correspondence concerning the provisions of this mimeo- 
graph should refer to the number thereof and the symbols 
IT:E:-CBA. 
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In Legal Research 
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The Prior Instructions 
Mimeograph 3652, incorporating the prior in- 
structions for making closing agreements, reads as 


follows. (The three introductory paragraphs are 
omitted.) 


4. Form 866, revised to conform to the provisions of the 
Revenue Act of 1928, has been so worded as to include a 
waiver of the restrictions on assessment and collection of 
any proposed deficiency. It will, accordingly, replace and 
be used in the same manner as Forms 870, 874, Collectors’ 
form, “Waiver of restrictions upon the assessment and col- 
lection of a deficiency,” and Form 7858, in all cases where a 
final determination discloses a deficiency. 

5. Regular procedure will be observed in advising the 
taxpayer of the amount of any proposed deficiency. The 
notice will be accompanied by Form 866 properly filled out 
as to the section and year of the Revenue Act and the name 
and address of the taxpayer, and stating as the tax liability 
the amount shown on the return, increased or decreased by 
any prior deficiencies or overassessments as indicated by 
stamps on the return, plus the amount of the proposed 
deficiency. 


Example: 

Baw VepOried ‘On POtUee 2 se oo 5s a SR $10,000.00 

Additional tax previously assessed............... 2,000.00 
$12,000.00 

Overassessment allowed). «. ......0..06s. cineca caenwnn 4,000.00 
$ 8,000.00 

EE WODOSOR RIOT a5 55s, 5sc5 c's: wveidss' Sesic olduaiphos seeelote 1,500.00 

Liabilsty stated on Form: 866... «.....6 060005006060 s0.000-0 $ 9,500.00 


6. In any case where a field audit discloses an overas- 
sessment only, Form 866 should replace and be used in the 
same manner as Form 873. In the case of overassessments 
without acceptable agreements, new Forms 866 shall be 
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prepared and accompany certificate to claims control sec- 
tion where the total tax for any year amounts to $5,000 or 
more. 

7. In the event that a change in liability results upon the 
review in the Bureau of a case in which Form 866 has 
been signed by the taxpayer, the taxpayer will be so advised 
in accordance with regular procedure and a new form, stat- 
ing the liability as corrected, will be forwarded for signa- 
ture. This action will constitute notice to the taxpayer of 
the rejection of the original proposed agreement. 


8. Where returns for any year or years have been audited 
and closed and are on file in the Bureau, and the taxpayer 
requests an agreement relating to his liability for such year 
or years, Form 866 will be prepared in proving section of 
the clearing division and forwarded to the taxpayer for 
signature. 

9. Where an agreement is requested in any case where 
the returns have been audited and closed and retained in the 
collector’s file, Form 866 will be prepared in the collector’s 
office and submitted for the signature of the taxpayer. The 
signed agreement with the entire file, including original and 
amended returns for the years covered, will be forwarded to 
the Income Tax Unit of the Bureau, marked for the atten- 
tion of the clearing division. 

10. Agreements executed by taxpayers in cases involv- 
ing deficiencies to be assessed in the Bureau will be de- 
tached from the return in proving section at the time such 
tax is assessed. The agreements will be listed on a sched- 
ule for the approval of the Secretary or Undersecretary and 
will be routed for signature of the Commissioner or the 
officer or employee authorized to sign. 

11. Agreements received in connection with cases in- 
volving deficiencies assessed by collectors will be withdrawn 
at the time the case is approved after -review in the pre- 
liminary audit section and forwarded to proving section for 
completion in the manner above outlined. 

12. Agreements on overassessments only accepted after 
review will be withdrawn by claims control section at the 
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time the overassessment is scheduled and forwarded to 
proving section. 

13. When an agreement has been approved by the Sec- 
retary, the original copy will be forwarded to the taxpayer 
and the duplicate copy will be attached to the return. 


14. Inasmuch as any tax included in the liability deter- 
mined may be assessed and collected, and any abatement, 
credit, or refund may be allowed under Section 606 after the 
agreement has been entered into, transcripts of taxpayers’ 
accounts will no longer be required and the use of Form 
899 is accordingly abolished in agreement cases. 


15. In the event the final agreement is executed by a 
person other than the taxpayer, there must be submitted, 
with the agreement and accompanying papers, documentary 
evidence showing specific authority of the agent to execute 
an agreement as to the final determination under Section 606 
of the Revenue Act of 1928. Where the agreement is to be 
executed by an administrator, executor, trustee, or other 
fiduciary, documentary evidence, showing the authority of 
the fiduciary to act on behalf of the taxpayer, must be sub- 
mitted with the agreement, and it must appear from such 
evidence that the authority remains in full force and effect 
as of the date of the agreement. 


16. (Paragraph 16, as amended appears in the footnote 
on page 107.) 


17. An initial supply of Form 866, revised, will be fur- 
nished to collectors and revenue agents in charge as soon 
as the forms are available for distribution. 


18. Cases may arise where taxpayers, willing to waive 
the restrictions on assessment and collection, may not de- 
sire to execute the final agreement. In such cases, the tax- 
payer’s agreement should be obtained on Form 870, Form 
874, Collectors’ form, “Waiver of restrictions upon the as- 
sessment and collection of a deficiency,” or Form 7858. 


19. The provisions of this mimeograph are effective as 
of June 29, 1928, and Commisisoner’s Mimeographs Collec- 
tors’ No. 3543 and 3596 are hereby superseded and revoked. 

20. Correspondence concerning the provisions of this 


mimeograph should refer to the number thereof and to the 
symbols IT:E:CBA. 





Statutory Basis for Taxing Gifts Disposed 
of by Donee Held Constitutional 
(Continued from page 99) 

The Sixteenth Amendment provides: 


“The Congress shall have power to lay and collect taxes on 
incomes from whatever source derived without apportionment 
among the several States and without regard to any census or 
enumeration.” 


Income is the thing which may be taxed—income from any 
source. The Amendment does not attempt to define income or 
to designate how taxes may be laid thereon, or how they may 
be enforced. 


Under former decisions here the settled doctrine is that the 
Sixteenth Amendment confers no power upon Congress to 
define and tax as income without apportionment something 
which theretofore could not have been properly regarded as 
income. 


Also, this Court has declared: “Income may be defined as 
the gain derived from capital, from labor, or from both com- 
bined, provided it be understood to include profit gained through 
a sale or conversion of capital assets.” Eisner v. Macomber, 
252 U. S. 189, 207. 

The “gain derived from capital,” within the definition, is 
“not a gain accruing to capital, nor a growth or increment of 
value in the investment, but a gain, a profit, something of ex- 
changeable value proceeding from the property, severed from 
the capital however invested, and coming in, that is, received 
or drawn by the claimant for his separate use, benefit and dis- 
posal.” United States v. Phellis, 257 U. S. 156, 169. 


If, instead of giving the stock to petitioner, the donor had 
sold it at market value, the excess over the capital he invested 


(cost) would have been income therefrom and subject to taxa- 


tion under the Sixteenth Amendment. He would have been 
obliged to share the realized gain with the United States. He 
held the stock—the investment—subject to the right of the 
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sovereign to take part of any increase in its value when sepa- 
rated through sale or conversion and reduced to his possession. 


Could he, contrary to the express will of Congress, by mere 
gift enable another to hold ‘this stock free from such right, 
deprive the sovereign of the possibility of taxing the apprecia- 
tion when actually severed and convert the entire property 
into a capital asset of the donee, who invested nothing, as 
though the latter had purchased at the market price? And 
after a still further enhancement of the property, could the 
donee make a second gift with like effect, etc.? We think 
not. 


In truth the stock represented only a single investment of 
capital—that made by the donor. And when through sale or 
conversion the increase was separated therefrom, it became 
income from that investment in the hands of the recipient sub- 
ject to taxation according to the very words of the Sixteenth 
Amendment. 


By requiring the recipient of the entire increase to pay a 
part into the public treasury, Congress deprived her of no right 
and subjected her to no hardship. She accepted the gift with 
knowledge of the statute and, as to the property received, 
voluntarily assumed the position of her donor. When she sold 
the stock she actually got the original sum invested, plus the 
entire appreciation and out of the latter only was she called to 
pay the tax demanded. 


The provision of the statute under consideration seems en- 
tirely appropriate for enforcing a general scheme of lawful 
taxation. To accept the view urged in behalf of petitioner 
undoubtedly would defeat, to some extent, the purpose of Con- 
gress to take part of all gain derived from capital investments. 
To prevent that result and insure enforcement of its proper 
policy, Congress had power to require that for purposes of 
taxation the donee should accept the position of the donor in 
respect of the thing received. And in so doing, it acted neither 
unreasonably nor arbitrarily. 


The power of Congress to require a succeeding owner, in 
respect of taxation, to assume the place of his predecessor is 
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pointed out by United States v. Phellis, 257 U. S. 156, 171— 


“Where, as in this case, the dividend constitutes a distribution 
of profits accumulated during an extended period and bears a 
large proportion to the par value of the stock, if an investor 
happened to buy stock shortly before the dividend, paying a 
price enhanced by an estimate of the capital plus the surplus 
of the company, and after distribution of the surplus, with 
corresponding reduction in the intrinsic and market value of 
the shares, he were called upon to pay a tax upon the dividend 
received, it might look in his case like a tax upon his capital. 
But it is only apparently so. 


“In buying at a price that. reflected the accumulated profits, 

he of course acquired as a part of the valuable rights pur- 
ed the prospect of a dividend from the accumulations— 

bought ‘dividends on’ as the phrase goes—and necessarily took 
subject to the burden of the income tax proper to be assessed 
against him by reason of the dividend if and when made. He 
simply stepped into the shoes, in this as in other respects, of 
the stockholder whose shares he acquired, and presumably the 
prospect of a dividend influenced the price paid, and was dis- 
counted by the prospect of an income tax to be paid thereon. 

“In short, the question whether a dividend made out of com- 
pany profits constitutes income of the stockholder is not affected 
by antecedent transfers of the stock from hand to hand.” 

There is nothing in the Constitution which lends support to 
the theory that gain actually resulting from the increased value 
of capital can be treated as taxable income in the hands of the 
recipient only so far as the increase occurred while he owned 
the property. And Jrwin v. Gavit, 268 U. S. 161, 167, is to the 
contrary. 

The judgment below is affirmed. 


The Chief Justice took no part in the consideration or deci- 
sion of these causes. 
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